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Introduction To Topics For Supervisory Review
Section 2000.0

Discussed within these subsections are topiegement information systems, taxes, funding
associated with regard to the overall banicontrol and ownership, reporting by foreign
holding company organization. Included is genand domestic banking organizations, forma
eral information, inspection objectives andcorrective actions, sharing of criminal referral
procedures, and in some instances referencesitdormation, investment transactions, recog:
laws, interpretations, and Board orders. Thaition and control of risk, purchase and sale o
primary topics addressed are the supervision &f.S. Government guaranteed loans, and ventu
subsidiaries, grandfather rights, commitments;apital.

extensions of credit to BHC officials, man-
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Supervision of Subsidiaries
Section 2010.0

The relative merit of the degree of supervisiorwith infrequent contacts with affiliates, place-
is dependent upon a number of factors, and mustent of parent or lead bank directors and offi-
be analyzed in light of efficiency and operatingcers in less than a majority of the banks within
performance. The degree and nature of controhe system and infrequent reporting by subsidi
over subsidiary organizations in a holdingaries concerning investments and operating pe
company system usually falls between two exformance. The bank holding company might ac
tremes: a tightly controlled, centralized networkonly in a minor advisory capacity. In such a
similar to a branch system, or a loosely condecentralized system each subsidiary operat
trolled, decentralized system with each subsidias a relatively autonomous unit, with authority
ary operating autonomously. A bank holdingand responsibility for certain actions delegate
company might originate as a “shell” corpora- by the parent to the board and/or chief executiv:
tion organized by investors interested in purofficer of each subsidiary.

chasing a bank, or by a bank interested in reor- It is the responsibility of the directors and
ganizing into a holding company structure inmanagement of the parent company to establis
order to expand through acquisition of nonbanland supervise the policies of subsidiaries, eithe
concerns or other banks. The management amtirectly or through delegation of authority. The
directorate of such a holding company are ofteimportance of written policies in a delegated,
the same as that of the bank. As the holdinglecentralized organization cannot be over
company expands through acquisitions, the paemphasized, and the selection of qualified offi
ent may continue to exercise control through theers to carry out policies is equally important. If
staff of the lead bank, or may form a separatevritten policies have not been developed by thq
staff to overview the operations of all subsidi-holding company, the examiner should recom
aries. The relative merit of the degree of supemend that major policies be written and commu:
vision is dependent upon a number of factorsjicated to subsidiaries. Policies should ensur
and must be analyzed in light of efficiency andhat subsidiaries are not managed for cross pu
operating performance. poses and should avoid concentrations of risk

The level at which policies are establishen a consolidated basis.
and supervised, the frequency of contact
between the parent and subsidiaries, and the

extent to which officers and directors of theoq100.1 POLICY STATEMENT ON
parent serve also as officers and directors of the e .RiESPONSIBILITY OF BANK
subsidiary organizations are indicative of theyo DING COMPANIES TO ACT AS

level of control exercised by the parent. A cengoURCES OF STRENGTH TO THEIR
tralized bank holding company is characterize UBSIDIARY BANKS

by the placement of directors and officers of the
parent company (or those of the lead bank) iThe Board is concerned about situations wher
each of its subsidiaries, with frequent groupa bank has been threatened with failure notwith
meetings held between the officers of the leadtanding the availability of resources to its par:
bank or holding company and those of the subent bank holding company. In order to assur
sidiary organizations. While this is an efficientthat the Board’s policy that bank holding com-
method of operation, this type of organizatiorpanies serve as sources of financial strength
builds in the potential for conflicts of interest for subsidiary banks is understood by bank holdin
those individuals who serve in dual capacitiescompanies, the Board has issued a general pc
Corporate policies should recognize this poternicy statement reaffirming and articulating these
tial and provide guidance for resolution. Theprinciples, and confirming that the policy ap-
overriding principle should be thato member plies to failing bank situations. This long-
of the bank holding company organizationstanding policy has been recognized by the
should be disadvantaged by a transaction witBupreme Court in its decision Board of Gov-
another affiliate. Management of the investmengrnors v. First Lincolnwood Corp. 439 U.S.
portfolio, budgets, tax planning, personnel, cor234 (1978), and has been incorporated explicitl
respondent relationships, loans and loan particin the Board’s Regulation Y, 12 C.F.R.
pations, and liability management are usuall®25.4(a)(1).
controlled by the parent or lead bank in a cen- A fundamental and long-standing principle
tralized system.
A decentralized system is one in which thesHc Supervision Manual December 1992
banks act independently of the parent company, Page 1




Supervision of Subsidiaries 2010.0

underlying the Federal Reserve’s supervisionf a commercial bank, bank holding companies
and regulation of bank holding companies idiave an obligation to serve as a source of
that bank holding companies should serve astrength and support to their subsidiary banks.
sources of financial and managerial strength to An important determinant of a bank’s finan-
their subsidiary banks. It is the policy of thecial strength is the adequacy of its capital base.
Board that in serving as a source of strength t€apital provides a buffer for individual banking
its subsidiary banks, a bank holding companyrganizations to absorb losses in times of finan-
should stand ready to use available resources tial strain, promotes the safety of depositors’
provide adequate capital funds to its subsidiarfunds, helps to maintain confidence in the bank-
banks during periods of financial stress or adveiing system, and supports the reasonable expan-
sity and should maintain the financial flexibility sion of banking organizations as an essential
and capital-raising capacity to obtain additionaklement of a strong and growing economy. A
resources for assisting its subsidiary banks in strong capital cushion also limits the exposure
manner consistent with the provisions of thisof the federal deposit insurance fund to losses
policy statement. experienced by banking institutions. For these
Since the enactment of the Bank Holdingreasons, the Board has long considered adequate
Company Act in 1956, the Board has formallycapital to be critical to the soundness of individ-
stated on numerous occasions that a bank holdal banking organizations and to the safety and
ing company should act as a source of financiatability of the banking and financial system.
and managerial strength to its subsidiary banks. Accordingly, it is the Board’'s policy that a
As the Supreme Court recognized, in the 1978ank holding company should not withhold
First Lincolnwooddecision, Congress has ex-financial support from a subsidiary bank in a
pressly endorsed the Board'’s long-standing vieweakened or failing condition when the holding
that holding companies must serve as a “sourceompany is in a position to provide the support.
of strength to subsidiary financial institutions.” A bank holding company’s failure to assist a
In addition to frequent pronouncements over théroubled or failing subsidiary bank under these
years and the 1978 Supreme Court decision, th@rcumstances would generally be viewed as an
principle has been incorporated explicitly inunsafe and unsound banking practice or a viola-
Regulation Y since 1983. In particular, Sectiortion of Regulation Y or both.
225.4(a)(1) of Regulation Y provides that: Where necessary, the Board is prepared to
] take supervisory action to require such assis-
‘A bank holding company shall serve as atance. Finally, the Board recognizes that there
source of financial and managerial strength tghay be unusual and limited circumstances
its subsidiary banks and shall not conduct itsvhere flexible application of the principles set
operations in an unsafe or unsound manner.” forth in this policy statement might be neces-
sary, and the Board may from time to time
identify situations that may justify exceptions to
Sthe policy.
- : LN This statement is not meant to establish new
acquiring a c_ommerma_l bank, a bank holdin rinciples of supervision and regulation; rather,
company derives certain benefits at the corp is already noted, it builds on public policy con-

rate level that result, in part, from the ownershi iderations as reflected in banking laws and
of an institution that can issue federally-insure%e ulations and long-standing Federal Reserve
depqsns and_ has access to Fed“eral Rese"rg pervisory policies and practices. A bank hold-
credit. The existence of the federal “safety net ing company’s failure to meet its obligation to

reflects important governmental concerns Serve as a source of strength to its subsidiary

garding the critical fiduciary responsibilities Ofbank(s), including an unwillingness to provide

depository institutions as custodians of deposiz : ; o
. > L appropriate assistance to a troubled or failin
tors’ funds and their strategic role within our hprop g

£ th bank, will generally be considered an unsafe
economy as operators of the payments systef}y ,nsound banking practice or a violation of

gnd impartial providers Qf credit. Thus, in Seel.‘Regulation Y, or both, particularly if appropriate
ing the advantages flowing from the ownershigeggrces are on hand or are available to the

The important public policy interest in the sup-
port provided by a bank holding company to it
subsidiary banks is based upon the fact that

bank holding company on a reasonable basis.

1. Board of Governorsv. First Lincolnwood Corp.,439 H i _
U.S. 234, 252 (1978), citing S. Rep. No. 95-323, 95th Cong Consequemly‘ such a failure will generally re

1st Sess. 11 (1977). $ultin the issuance of a cease and desist order or
other enforcement action as authorized under
BHC Supervision Manual December 1992 banking law and as deemed appropriate under

Page 2 the circumstances.



Supervision of Subsidiaries 2010.0

2010.0.2 BOARD ORDER 2010.0.4 INSPECTION PROCEDURES
REQUESTING A WAIVER FROM THE

BOARD’'S SOURCE OF STRENGTH 1. Determine if the holding company main-
POLICY tains its own staff, or whether the holding com-

pany management and directorate are the san
On December 23, 1991, the Board approved aas those of a subsidiary.
application of a BHC to eventually acquire 2. Determine whether the board of directors
100 percent of the outstanding stock of anothesf the parent company reviews the audit reports
BHC unde a 5 year option. Initially, the BHC regulatory examination reports, and board min
would acquire approximately 26 percent of theutes of its subsidiaries.
acquiree’s total capital by purchasing a 15-year 3. Determine the extent to which subsidiaries
subordinated capital note agreement. It wouldely upon the parent for investment and lending
then have the option to acquire all of the remainguidance.
ing stock within 5 years. The acquiring BHC 4. Determine which specific functions and
requested that the Board waive any requirememiecisions are performed only at the parent comr
of the Board that it serve as a source of financigbany level.
strength to the subsidiary bank (the Board’'s 5. Determine the extent to which repre-
“Source of Strength” policy) of the BHC ac- sentatives of the parent company serve as off
quired until such time that the option is exer-cers and/or directors of subsidiaries.
cised to acquire the actual ownership of all the 6. Review minutes of the board and execu
shares. The Board considered the request atide committees of the parent to determine
determined that it would not be appropriate tovhether the parent company reviews loan de
waive the responsibility to serve as a source dfnquency reports, comparative balance shee
financial strength to the bank in this case. Thand comparative income statements of th
Board noted that the option agreement and theubsidiaries.
capital note agreement together provide a mech- 7. Review the extent of influence and control
anism for the acquiring BHC to exert controlover both bank and nonbank subsidiaries.
over the future ownership of the acquired BHC 8. Determine the degree of influence by the
and many of the most important managemengarent company over:
decisions. Refer to 1992 FRB 159 and the a. Appointment of officers;
F.R.R.S. at 4-271.3. b. Salary administration;

c. Budget and tax planning;
d. Capital expenditures;

2010.0.3 INSPECTION OBJECTIVES e. Dividend policy;
f. Investment portfolio management;

1. To determine whether the board of direc- g. Loan portfolio management;
tors of the parent company is cognizant of and  h. Asset/liability and interest rate/risk
performing its duties and responsibilities. management.

2. To determine the adequacy of written poli- 9. Determine the degree to which man-
cies and compliance with such policies by theagement of the subsidiary companies interface
parent and its subsidiaries. with management of the parent company t

3. To determine whether the board is propdiscuss policies.
erly informed as to the financial conditions,
trends and policies of its subsidiaries.

4. To determine the level of supervision over
subsidiaries and whether the supervision as
structured has a beneficial or detrimental effect
upon the subsidiaries.

BHC Supervision Manual December 1992
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Supervision of Subsidiaries
(Funding Policies) Section 2010.:

The responsibility for the performance of thecalculate dividends based strictly on the parent’
organization rests with the board of directorsash needs and thus keep any excess capital
of the parent company. Parent company marthe bank level.

agement should have policies in place to pre- 2 Asset/Liability ManagementThe holding
vent funding practices that put at risk the We"company’s policies in the area abset/liability
fare of the subsidiary banks or the consolidatefhanagement should include interest rate sens
organization. . tivity matching, maturity matching, and the use
The parent's supervision and control of subys interest rate futures and forwardsthese

sidiary funding activities and the funding be'topics should be addressed for each entity
tween itself and its subsidiaries should be thu&e” as the organization as a whole. It is the

evaluated. The parent should be expected {0, renv's responsibility to see that each entity i

maintain policies for itself and its subsidiaries : : ;
. . .~>operating consistently with the corporate goals.
that provide guidance and controls for funding P g y . p . g
Theinterest rate sensitivity policieshould

practices. The presence and wording of fundin . AN
policies and the degree to which the policied® designed to reduce the organization’s vulnel

are followed by the subsidiaries, and the effec2Pility to interest rate movements. Policies con
tiveness of the policies in reducing risk to the®€rning the asset/liability rate sensitivity match
entire organization should also be assessed. Should not be limited to the subsidiary lead
The importance of the parent's involvement®@nk. The rate charged on parent company de
in funding decisions and the need for monitor&nd the rate received by the parent on its ac
ing and control at the parent level needs to b¥ances to subsidiaries should also be address
emphasized. As a minimum, the parent’s fundto monitor the parent’s ability to service its debt
ing policies should address the following areasin the face of changing interest rates. The polic)
1. Capitalization—The holding company’s should specify what degree of mismatching i
policy on capital levels should address capitatonsidered acceptable. The interest rate sensiti
for the bank subsidiaries, the nonbank subsidity matching of the organization should be mon-
aries, and the consolidated organization. Thi¢ored on a frequent basis through the timely
policy for bank and consolidated capital shouldreparation of a matching schedule.
be consistent with the Board’'s Capital Ade- Maturity matching policiesshould be de-
quacy Guidelines and should address the assgijned to provide adequate liquidity to the orga:
quality of the entity in question. The policy for njzation. These policies should not be limited tc
nonbank capital should include maintaining thehe subsidiary lead bank, since a parent com
capital level at industry standards and shouldany serving as a funding vehicle for nonbant
also address the asset quality of the subsidiarypsidiaries can have substantial exposut
the holding company’s capital for each entityihrough its advances to these subsidiaries. Tt
should address what measures would be takgjp|ding company’s policies should include some
in the event capital falls below a targeted level. measure of the liquidity of the assets in the
Capital should also be addressed at thgonpank subsidiary (determined partially by the
parent company level by specifying the degreg ity of these assets), for comparison again:
of double leveragethat the parent is willing %he parent's source of funding. The policies

to accept. The parent's capital policy shouldiy, g gquantify the maximum degree of expo
p_rowde som_e_me:slsure .Of assessing eqch NAyre in the organization that is considered ac
vidual subsidiary’s capital adequacy in the

A ceptable to management. The reporting in thi
context of the double leverage within the, on gnoyig clearly indicate the current exposur
organization.

The capital policies should include theand thus the potential for liquidity problems.

method for calculating dividends from each en-  1h€ holding company’spolicies ad-

tity. The amount of dividends from subsidiariesdressing interest rate futures and forwards
to the parent is affected by the parent’s philosoShould be consistent with the Board's policy in
phy on the distribution of capital throughout thethis area. Involvement in this activity should be
organization. Some companies tend to keefeared towards hedging against interest rat
minimum capital levels in their subsidiary banksmovements rather than speculating that intere
by transferring the excess capital to the parent iftes will either increase or decrease. The polic
the form of dividends. The parent then invests
these funds for its own benefit, and down-BHC Supervision Manual December 1992
streams the funds as needed. Other companies Page 1
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should specify what use of futures and forwardgent with the company’s asset/liability manage-

is considered appropriate. ment policies. The policy should include contin-
3. Funding of Nonbank SubsidiariesThe gency measures to be used in the event of liquid-

parent company should have policies addressirity problems.

how nonbank subsidiaries fund their activities.

If the subsidiaries obtain their own funding,

market discipline may be a factor in controlling2010.1.1 INSPECTION OBJECTIVES

the activities of the subsidiaries. However, the

parent cannot rely solely on market discipline 1. To determine if the parent’s funding poli-

due to the risks from interdependence. The pacies adequately address funding risks to the

ent company is still responsible under the cenerganization.

tralized accountability approach to approve and 2. To determine if the implementation of the

supervise the subsidiaries’ funding policies.  parent’s policies is effective in controlling fund-

If the subsidiaries obtain funds from theing risks to the organization.

parent, the risk from interdependence is in- 3. To determine if the parent is adequately

creased. The subsidiary is less able to staridformed of actual funding practices and

alone since it is reliant on the parent for fund-decisions.

ing. If the parent capitalizes the nonbank subsid-

iary through borrowed funds, bank capital is put

at risk due to the increased exposure of th£010.1.2 INSPECTION PROCEDURES

organization. If the borrowing results @ouble-

leverage the risk is increased since less “hard” 1. Review the funding policies at the parent

capital is available for support. The parent'sand the subsidiary levels.

policy on advances to nonbank subsidiaries 2. Determine how effectively the policies are

should address this additional risk by specifyingmplemented throughout the organization.

the level of borrowings that is considered ac- 3. Discuss with management the funding

ceptable relative to nonbank capital and consolipractices of each subsidiary and any interorgani-

dated capital. The terms of the borrowingsational funding.

should also be specified, and should be consis-

BHC Supervision Manual December 1992
Page 2



Supervision of Subsidiaries

(Loan Administration and Lending Standards)

Section 201!

The examiner should make a qualitative assess-
ment of the parent’s supervision and control of
subsidiary lending activities. The System'’s abil-
ity to evaluate the effectiveness of a company’s
supervision and control of subsidiary lending
activities can be strengthened not only by evalu-
ating the parent’s role in light of efficiency and
operating performance, but also by evaluating
the quality of control and supervision.

In order to assess quality, there must be a
standard measure against which a company’s
policies can be evaluated. Establishing the mini-
mum areas that a company’s loan-administration
policies should address will create a standard
that will aid in evaluating the quality of the
company’s control and its supervision of that
activity.

Current inspection procedures include the
testing of subsidiaries’ compliance with a parent
company's policies. This section summarizes 3
the parent’s responsibilities with regard to
supervising subsidiary lending. It defines the
internal and external factors that should be con-
sidered in the formulation of loan policies and a
strategic plan. It also outlines the minimum
elements that the lending policies should
include.

Internal and external factors that a banking
organization should consider when formulating
its loan policies and strategic plan are—

1. the size and financial condition of the credit-
extending subsidiaries;

2. the expertise and size of the lending staff;

3. the need to avoid undue concentrations of
risk;

4. compliance with all respective laws and
regulations; and

5. market conditions.

4.

Following are the components that generally
form the basis for a sound loan policy:

1. Geographic limitsThe trade area should be
clearly defined and loan officers should be
fully aware of specific geographic limita-
tions for lending purposes. Such a policy
avoids approval of loans to customers out-
side the trade area in opposition to primary
objectives. The primary trade area should
be distinguished from any secondary trade
area so that emphasis may be properly

tions based on aggregate percentages
total loans in commercial, real estate, con
sumer, and other categories are commor
Such policies are beneficial; however, they
should contain provisions for deviations
that are approved by the directorate or ¢
committee. This allows credit to be distrib-
uted in relation to the market conditions of
the trade area. During times of heavy loar
demand in one category, an inflexible loan-
distribution policy would cause that cate-
gory to be slighted in favor of another.
Deviations from loan distributions by cate-
gory may be beneficial but are appropriate
only until the risk of further increasing the
loan concentration outweighs the benefits t
be derived from expanding the portfolio to
satisfy credit demand. See component 11
“Concentrations of credit,” below.

Types of loansThe lending policy should
state the types of loans that will be made
and the maximum amount for each type of
loan. The policy should also set forth guide-
lines to follow in making specific loans.
Decisions about the types of loans to be
granted should be based on the expertise ¢
the lending officers, the deposit structure
and anticipated creditworthy demands of
the trade area. Sophisticated credits or loar
secured by collateral that require more that
normal supervision should be avoided
unless or until there are the necessary pe
sonnel to properly administer them. Infor-
mation systems and internal controls shoulc
be in place to identify, monitor, and control
the types of credit that have resulted in
abnormal loss. The amount of real estatt
and other types of term loans should be
considered in relation to the amount of
stable funds.

Maximum maturities. The loan policy
should call for underwriting standards that
ensure realistic repayment plans. Loar
maturities should be set by taking into con-
sideration the anticipated source of repay
ment, the purpose of the loan, the type o
property, and the useful life of the collat-
eral. For term loans, the lending policy
should state the maximum time within
which loans may be amortized. Specific
procedures should be developed for situa
tions requiring balloon payments and/or
modification of the original terms of the

placed.
2. Distribution of loans by categonLimita-

BHC Supervision Manual
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2010.2

loan. If a clean-up periddis required, that
period should be explicitly stated.

. Loan pricing. Rates on various loan types
must be sufficient to cover the cost of funds
loaned and the servicing of the loan,
including overhead and possible losses,
while providing an acceptable margin of
profit over the long run. These costs must
be known and taken into consideration
before rates are established. Periodic
reviews should be conducted to determine
whether adjustments are necessary to reflect
changes in costs or competitive factors.
Specific guidelines for other factors, such as
compensating balances and commitment
fees, are also germane to loan pricing.

. Loan amount to appraised valu&he pol-

icy should outline where the responsibility
for appraisals rests and should define for-
mal, standard appraisal procedures, includ-
ing procedures for possible reappraisals in
case of renewal or extension. Acceptable9.
types of appraisals and limits on the dollar
amount and the type of property that per-
sonnel are authorized to appraise should be
outlined. Circumstances requiring apprais-
als by qualified independent appraisers
should be described. The maximum ratio of
the loan amount to appraised vaki¢ghe
method of valuation, and differences for
various types of property should be
detailed. The policy should contain a sched-
ule listing the downpayment requirements
for financing consumer goods and business
equipment.

. Loan amount to market value of pledged
securities.In addition to the legal restric-
tions imposed by Federal Reserve RegulatO.
tion U, the lending policy should set forth
margin requirements for all types of securi-
ties acceptable as collateral. Margin require-

the borrower’s credit standing. One pos-
sible exception is when the loan is predi-
cated on readily marketable collateral, the
disposition of which was originally desig-
nated as the source of repayment for the
advance. Current and complete financial
information is necessary, including second-
ary sources of repayment, not only at the
inception of the loan, but also throughout
the term of the advance. The lending policy
should define the financial-statement
requirements for businesses and individuals
at various borrowing levels and should
include requirements for audited, nonau-
dited, fiscal, interim, operating, cash-flow,
and other statementslt should include
external credit checks required at various
intervals. The requirements for financial
information should be defined in such a
way that any credit-data exception would
be a clear violation of the lending policy.
Limits and guidelines for loan partici-
pations.Section 2020.2 provides significant
information regarding intercompany loan
participations between holding company
affiliates. The lending policy should place
limits on the amount of loans purchased
from any one source and also place an
aggregate limit on such loans. The policy
should set forth credit standards for any
loan purchased as well as require that com-
plete documentation be maintained by the
purchasing entities. The policy should
define the extent of contingent liability,
holdback and reserve requirements, and the
manner in which the loan will be handled
and serviced.

Loans to insidersLending policies should
address loans to insiders. Such policies
should incorporate applicable regulatory

ments should be related to the marketability —

of the security (for example, closely held,

3.

On March 30, 1993, federal bank regulators set forth an

over-the-counter actively traded) The p0|_expanded interagency policy to encourage small-business

icy should assign responsibility and set g,

lending. Under the policy, banks and thrifts that are well or
dequately capitalized and that are rated CAMELS 1 or 2 may

frequency for the periodic pricing of the make small-business and agricultural loans, the aggregate
collateral. value of which cannot exceed 20 percent of their total capital.

Financial information.Extension of credit To qualify for the exemption, each loan may not exceed the

f d d basis d d lesser of $900,000 or 3 percent of the institution’s total
on a sare and sound basis depends on Corz:"afpital. Further, the loans selected for this exemption by the

plete and accurate information regardingnstitution may not be delinquent as of the selection date and
may not be made to an insider. The loans must be separately
listed or have an accounting segregation from other loans in

1. A “clean-up period” is when a borrower is asked to the portfolio. They “_vviII be evaluated solely on the_k_)a_sis of
repay the entire balance of a credit line and to refrain frongerforrnmi?ctg ir,],d.r\ﬁ'” br? ftxirglgt frrom e&(ammlne[ (':I:ItIICICSim OI:
further borrowing for a specified period of time. e\cl)glL:Jat?onaOI?it.s abiI‘iet ItS : u”| tsth e;:or s duf inciu eﬂ?

2. This is often referred to as the loan-to-value ratio. . Y to coflect the oan In determining the
adequacy of its allowance for loan and lease losses. If a loan
becomes more than 60 days past due, it may be reviewed and
classified by an examiner based on its credit quality, not the
level of loan documentation.

BHC Supervision Manual December 1999
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11.

limitations (for example, Federal Reserve
Regulation O) and should also address situ-
ations in which it would be prudent to exer-
cise certain restrictions even though not
explicitly required to do so by regulation
(for example, loans by nonbank subsidiaries
to insiders).

Concentrations of creditCredit concentra-
tions may be defined as loans collateralized
by a common security; loans to one bor-
rower or related group of borrowers; loans
dependent upon a particular agricultural
commodity; aggregate loans to major
employers, their employees, and their major
suppliers; loans within industry groups; out-
of-territory loans; aggregate amount of
paper purchased from any one source; or
those loans that often have been included
in other homogeneous risk groupings.
Credit concentrations, by their nature, are
dependent on common key factors, and
when weaknesses develop, they have an
adverse impact on each individual loan
making up the concentration.

In identifying asset concentrations, com-
mercial real estate loans and residential real
estate loans can be viewed separately when
their performance is not subject to similar
economic or financial risks. In the same
vein, commercial real estate development
loans need not necessarily be grouped with
residential real estate development loans,
especially when the residential developer
has firm, reliable purchase contracts for the
sale of the homes upon completion. Even
within the commercial development and
construction sector, distinctions for concen-
tration purposes may be made, when appro-
priate, between those loans that have firm
take-out commitments and those that do
not. Groups or classes of real estate loans
should, of course, be combined and viewed
as concentrations when they do share sig-

nificant common characteristics and arel2.

similarly affected by adverse economic,
financial, or business developments.
Banking organizations should establish
and adhere to policies that control “concen-
tration risk.” The lending policy should
address the risk involved in various concen-

trations and indicate those that should béfs'

avoided or limited. However, before con-
centrations can be limited or reviewed,
accounting systems must be in place to
allow for the retrieval of information neces-

frequent monitoring and reporting of all
concentrations.

Banking organizations with asset concen
trations are expected to put in place effec
tive internal policies, systems, and controls
to monitor and manage this risk. Concentra
tions that involve excessive or undue risks
require close scrutiny and should be
reduced over a reasonable period of time
When there is a need to reduce asset cor
centrations, banking organizations are nor
mally expected to develop a plan that is
realistic, prudent, and achievable in view of
the particular circumstances and marke
conditions. In situations where concentra-
tion levels have built up over an extended
period, it may take time—in some cases
several years—to achieve a more balance
and diversified portfolio. What is critical is
that adequate systems and controls are i
place for reducing undue or excessive con
centrations in accordance with a pruden
plan, along with strong credit policies and
loan-administration standards to control the
risks associated with new loans, anc
adequate capital to protect the institution
while its portfolio is being restructured.

Institutions that have in place effective
internal controls to manage and reduce cor
centrations over a reasonable period of tim
need notautomatically refuse credit to
sound borrowers simply because of the bor
rower’s industry or geographic location.
This principle applies to prudent loan
renewals and rollovers, as well as to new
extensions of credit that are underwritten in
a sound manner.

The purpose of a lending organization’s
policies should be to improve the overall
quality of its portfolio. The replacement of
unsound loans with sound loans car
enhance the quality of a portfolio, even
when concentration levels are not reduced.
Refinancing or renewal of loanRefinanc-
ings or renewals should be structured in «
manner that is consistent with sound bank
ing, supervisory, and accounting practices
and in a manner that protects the banking
organization and improves its prospects fol
collecting or recovering on the asset.

Loan origination and loan approvalsThe

policy should establish loan-origination and
loan-approval procedures, both generall
and by size and type of loan. The loan
limitations for all lending officers should be

sary to determine and monitor concentra-
tions. The lending policy should provide for

BHC Supervision Manual
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14.

15.

set accordingly. Lending limits should also
be set for group authority, allowing a com-
bination of officers or a committee to
approve larger loans. Reporting procedures
and the frequency of committee meetings
should also be defined. The loan policy
should further establish identification,
review, and approval procedures for excep-
tion loans, including real estate and other
loans with loan-to-value percentages in
excess of supervisory limits.
Loan-administration procedures for loans
secured by real estateThe loan policy
should establish loan-administration proce-
dures covering documentation, disbursel6.
ment, collateral administration and inspec-
tion, escrow administration, collection, loan
payoffs, and loan review. Documentation
procedures would specify, among other
things, the types and frequency of financial
statements and the requirements for verify-
ing information provided by the borrower.
They would also cover the type and fre-
quency of collateral evaluations (appraisals
and other estimates of value). In addition,
loan-administration policies should address
procedures for servicing and participation
agreements and other loan-administration
procedures such as those for claims process-
ing (for example, seeking recovery on
defaulted loans that are partially or fully
guaranteed by a government entity or insur-
ance program).

Collection and foreclosure and the
reporting and disclosure of delinquent obli-
gations and charge-off§he lending policy
should define delinquent obligations, pro-
vide guidelines on when loans are to be
placed on nonaccrual or to be restructured,
dictate appropriate procedures for reporting
to senior management and to the directorate
past-due credits, and provide appropriate
guidance on the extent of disclosure of suci7.
credits. The policy should establish and
require a follow-up collection procedure
that is systematic and progressively stronger
and should set forth guidelines (where
applicable) for close surveillance by a loan
work-out division. It should also address
extensions and other forms of forbearance,

4. For subsidiaries that are insured depository institutions,

real estate loans that are in excess of supervisory loan-to-

value limits are to be identified in the subsidiaries’ records 010.2.1 UNIFORM REAL ESTATE

The aggregate amount of these loans is to be reported qudr-
terly to the depository institution’s board of directors.

BHC Supervision Manual
Page 4
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the acceptance of deeds in lieu of foreclo-
sure, and the timing of foreclosure. The
policy must be consistent with supervisory
instructions in the financial statements of
condition and income for financial institu-
tions and BHCs (bank call report and the
FR Y-9C and the other FR Y-series
reports). Guidelines should be established
to ensure that all accounts are presented to
and reviewed by management for charge-
off after a stated period of delinquency. See
section 2065.1 for disclosure, accounting,
and reporting issues related to nonaccrual
loans and restructured debt.

Reserve for loan losses and provisions for
loan lossesThe policy should set forth the
parameters that management considers in
determining an appropriate level of loan-
loss reserves as well as provisions neces-
sary to attain this level.

Because an analysis of the allowance for
loan and lease losses (ALLL) requires an
assessment of the relative credit risks in the
portfolio, many banking organizations, for
analytical purposes, attribute portions of the
ALLL to loans and other assets classified
“substandard” by management or a super-
visory agency. Management may do this
because it believes, based on past history or
other factors, that there may be unidentified
losses associated with loans classified sub-
standard in the aggregate.

Furthermore, management may use this
as an analytical approach in estimating the
total amount necessary for the ALLL and in
comparing the ALLL to various categories
of loans over time. As a general rule, an
individual loan classified substandard may
remain in an accrual status as long as the
regulatory reporting requirements for
accrual treatment are met, even when an
attribution of the ALLL has been made.
Other. The policy should address the han-
dling of exceptions to the policy as well as
provide for adherence to the policy via
internal audits, centralized loan review,
and/or “director’'s examinations.” The pol-
icy should be reviewed annually to deter-
mine if it continues to be compatible with
the BHC’s objectives as well as market
conditions.

ENDING STANDARDS

December 23, 1992, the Board announced

adoption of a uniform rule and guidelines on
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real estate lending, along with the FDIC, OCC, Sound lending practices address formal cred
and OTS, as mandated by section 304 of thpolicies, formal credit-staff approval of transac-
Federal Deposit Insurance Corporatiortions, loan-approval documentation, the use o
Improvement Act of 1991 (FDICIA). The forward-looking tools in the approval process,
Board’s Regulation H (12 C.F.R. 208, Member-and management and lender information sys
ship of State Banking Institutions in the Federatems. In addition to evaluating adherence tc
Reserve System) was amended to implement thieese sound practices during inspections, supe
uniform real estate lending standards for stateisory personnel and examiners may wish ftc
member banks. Although the Board did notiscuss these standards with loan portfolio mar
directly apply the regulation to bank holdingagers at institutions where a full credit review is
companies and their nonbank subsidiaries, thogeing performed. Senior management should b
entities are expected to conduct and to superviseade aware of the potential for deterioration ir
real estate lending activities prudently, consisthe loan portfolio if lending discipline is not
tent with safe and sound lending standards.  maintained, whether from inadequate asses
The agencies’ regulations require that eaclment or communication of lending risks, incom-
insured depository institution adopt and mainplete adherence to prudent lending standarc
tain comprehensive written real estate lendinghat reflect the risk appetite of the board of
policies appropriate to the institution and thedirectors, or both.
nature and scope of its lending activities. Lend- Examiners should evaluate whether adequat
ing policies must be reviewed and approved bynternal oversight exists and whether institutior
the institution’s board of directors at least annumanagement has timely and accurate informe
ally. The policies are to include standards fotion. As always, examiners should also discus
loan diversification and prudent underwriting asnatters of concern with the institution and
well as loan-administration procedures andnclude them in their reports of inspection, ever
documentation, approval, and reporting requirei cited practices and problem loans have not ye
ments. Depository institutions’ policies are toreached harmful or criticized levels. Such cau
reflect consideration of the appendix to thdionary remarks help to alert institution manage:
banking agencies’ regulations, “Interagencyment to potential or emerging sources of con
Guidelines for Real Estate Lending Policies."cern and may help to deter future problems
The guidelines are designed to help an instituAny practices that extend beyond pruden
tion formulate and maintain real estate lendindgoounds should be promptly corrected. See SF
policy that is appropriate to its size and the98-18.
nature and scope of its operations, as required
by the regulations. These guidelines are gener-

ally comparable to the inspection guidance pro010.2.2.1 Sound Practices in Loan
vided in this section. Standards and Approval

Certain sound practices in lending can help t
2010.2.2 LENDING STANDARDS FOR Maintain strong credit discipline and ensure tha
COM'M.ERCIAL LOANS an institution’s decision to take risk in lending is
well informed, balanced, and prudent. Severe
The lending decision is properly that of theOf these sound practices are listed and describe

senior management and boards of directors Gelow.
banking institutions, and not of their supervi-

sory agencies. However, in fulfilling their roles,2510.2.2.1.1 Formal Credit Policies
directors and senior managers have the obliga-

tion to monitor lending practices and to ensurerhe Federal Reserve and other supervisor
that their policies are enforced and that lendingythorities have long stressed the importance «
practices generally remain within the overalkormal written credit policies in a sound credit-
ability of the institution to manage. The follow- risk-management process. Such policies ca
ing subsections describe certain sound practic@sovide crucial discipline to an institution’s
regarding lending standards and credit-approvgdnding process, especially when the institu
processes for commercial loahs. tion’s standards are under assault due to inten:
competition for loans. They can serve to com:

5. This guidance is derived, in part, from the June 199§nun|cate formally an institution’s appetite for

Federal Reserve supervisory staff report, “The Significance of T
Recent Changes in Bank Lending Standards: Evidence froBHC Supervision Manual December 1999
the Loan Quality Assessment Project.” Page 5
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credit risk in a manner that will support soundpolicies is necessary if such covenant require-
lending decisions, while focusing appropriatements are to be waived.
attention on loans being considered that diverge Internal processes and requirements for
from approved standards. underwriting decisions should be consistent with

In developing and refining loan policies, somethe nature, size, and complexity of the banking
institutions specify “guidance minimums” for organization’s (BO) activities. Departures from
financial performance ratios that apply to certaiminderwriting policies and standards, however,
types of loans or borrowers (for example, comcan have serious consequences for BOs of all
mercial real estate). Such guidance makesizes. Internal controls and credit reviews should
explicit that loans not meeting certain financiabe established and maintained to ensure compli-
tests (based on current performance, projecteahce with those policies and procedures. When
future performance, or both) should in generalhere are continued favorable economic and
not be made, or alternatively should only befinancial conditions, compliance monitoring of
made under clearly specified situations. Instituthe BO’s lending policies and procedures needs
tions using this approach most effectively tendo be diligent to make certain that there is no
to avoid specifying standards for broad rangesndue reliance on optimistic outlooks for bor-
of lending situations and instead focus on thoseowers. Undue reliance on continued favorable
areas of lending most vulnerable to excessiveconomic conditions can be demonstrated by
optimism, or where the institution expects loarthe following characteristics:
volume to grow most significantly.

Formal policies can also provide lending dis-1. dependence on very rapid growth in a bor-
cipline by clearly stating the type of covenants rower’s revenue as the “most likely” case
to be imposed for specific loan types. Wher2. heavy reliance on favorable collateral
designed and enforced properly, financial cov- appraisals and valuations that may not be
enants can help significantly to reduce credit sustainable over the longer term
losses by communicating clear thresholds foB. greater willingness to make loans without
financial performance and potentially triggering scheduled amortization prior to the loan’s
corrective or protective action at an early stage. final maturity
Often, however, loan-approval documents da. willingness to readily waive violations of
not describe the key financial covenants even key covenants, to release collateral or guar-
when discussions with institutional staff dis- antee requirements, or even to restructure
close that such covenants are present. The staff joan agreements, without corresponding con-
and/or management of many institutions cessions on the part of the borrower, on the
acknowledge that they have a “common prac- assumption that a favorable environment will
tice” of imposing certain types of covenants on allow the borrower to recover quickly
various types of loans. They indicate that such a
practice is well known to lenders and others at Among the adverse effects of undue reliance
the institution (bUt not articulated in their writ- on a continued favorable economy is the possi_
ten loan policies), so that describing the actuajlity that problem loans will not be identified
covenants in the loan-approval document woul@roperly or in a timely manner. Timely identifi-
be redundant. However, management and othggtion of problem loans is critical for providing
approving authorities within an institution theng full awareness of the BO'’s risk position,
receive no formal positive indication that “com- informing management and directors of that
mon practice” controls have been imposed an@osition, taking steps to mitigate risk, and pro-
no indication of the level of financial perfor- viding a proper assessment of the adequacy of
mance that the covenants require of the bokhe allowance for credit losses and capftal.
rower. As such, management and other approimilarly, an overreliance on continued ready
ing authorities may be inadequately informed agccess to financial markets on favorable terms
to the risks and controls associated with the loagan originate from the following situations:
under consideration. In contrast, loan policies
can create a clear expectation that (1) all key
covenants should be described in loan-approvalg, see section 2122.0 and SR-98-25, “Sound Credit-Risk
documents, (2) certain covenant types should b@anagement and the Use of Internal Credit-Risk-Rating Sys-
applied to all loans meeting certain criteria, andems at Large BankinglOrgani;ations,” and section 4060.7
and SR-99-18, “Assessing Capital Adequacy in Relation to

(3) explicit approval of any exception to theseFZisk at Large Banking Organizations and Others with Com-

. plex Risk Profiles.” Federal Reserve guidance on credit-risk
BHC Supervision Manual December 1999 management and mitigation covers both loans and other forms
Page 6 of on- and off-balance-sheet credit exposure.
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1. explicit reliance on future public market debtinforming management and directors of the
or equity offerings, or on other sources ofnumber and nature of material deviations fror
refinancing, as the ultimate source of princithe policies that they have designed anc
pal repayment, which presumes that markedpproved.
liquidity and the market's appetite for such
instruments will be favorable at the time that
the facility is to be repaid 2010.2.2.1.2 Formal Credit-Staff

2. ambiguous or poorly supported analysis oApproval of Transactions
the sources of repayment of the loan’s princi-
pal, together with implicit reliance for repay- Credit discipline is also enhanced when experi
ment on some realization of the implied mar-enced credit professionals are involved in the
ket valuation of the borrower (for example,approval process and are independent of the lir
through refinancing, asset sales, or somkending functions. Such staff can play a vital
form of equity infusion), which also assumesrole in ensuring adherence to formal policies
that markets will be receptive to such transand in ensuring that individual loan approvals
actions at the time that the facility is to beare consistent with the overall risk appetite of
repaid the institution. These independent credit profes

3. measuring a borrower’s leverage (for examsionals can be most valuable if they have th
ple, debt-to-equity) based solely on the marauthority to reject a loan that does not meet th
ket capitalization of the firm without regard institution’s credit standards or, alternatively, if
to “book” equity, thereby implicitly assum- they must concur with a loan before it can be
ing that currently unrealized appreciation inapproved.
the value of the firm can be readily realized if Providing credit staff with independent
needed approval authority over lending decisions, rathe

4. more generally, extending loans with a riskhan with a more traditional requirement for
profile that more closely resembles the pro“consultation” between the lending function
file of an equity investment, under circum-and credit staff, allows credit staff to influence
stances that leave additional credit or defaulbutcomes on a broad and ongoing basis. Thi
as the borrower’s only resort if favorableinfluence and indeed the ability of credit staff to
expectations are not met reinforce lending discipline is clearly enhancec

by their early involvement in negotiations with

Banking organizations that become lax in adhemorrowers; a more traditional approach might be

ing to established loan-underwriting policies ando only involve credit staff once the loan pro-

procedures, as a result of overreliance on favoposal is well developed, allowing credit staff the
able economic and financial market conditionsppportunity to have only minor influence on the
may have significant credit concentrations thabutcome of negotiations except in extreme
are at great risk to possible economic and finarzases. Maintaining a proper balance of lendin
cial market downturns. See SR-99-23. and control functions calls for a degree of part:

Some institutions have introduced credit scornership between line lenders and credit staff, bt
ing techniques into their small-business lendinglso requires that the independence of cred
in an effort to improve credit discipline while staff not be compromised by conflicting com-
allowing heavier reliance on statistical analysipensation policies or reporting structures.
rather than detailed and costly analysis of indi- Independent credit staff can also suppor
vidual loans. Institutions should take care tcsound lending practice by maintaining complete
make balanced and careful use of credit scoringnd centralized credit files that contain all key
technology for small-business lending and, irdocuments relevant to each loan, including com
particular, avoid using this technology for loansplete loan-approval packages. Such files ensu
or credit relationships that are large or complexhat decisions are well documented and avoil
enough to warrant a formal and individualized————

credit analysis. 7. For example, loan officers might be compensated fo

P : . bringing loan business into the institution. Independent credi
In formahzmg their lendmg standards andprofessionals, however, would be another person who woul

prac_tices, institutions are not preclqded fronhot be compensated for bringing any loan business into th
making loans that do not meet all written staninstitution. That person would, however, serve as a quality
dards. Exceptions to policies, though, should peontrol monitor that would have the independent authority tc
approved and monitored by management. FOFg]ectaloan(s) and to ensure that the institution’s risk appetit

. . . and credit standards are not exceeded.
mal reporting that describes exceptions to loan

policies, by type of exception and organizaBHC Supervision Manual December 1999
tional unit, can be extremely valuable for Page 7
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undue reliance on the files maintained by indifolio, institutions should give sufficient consid-
vidual loan officers. eration to the potential for negative events or
developments that might limit the ability of
borrowers to fulfill their loan obligations.
2010.2.2.1.3 Loan-Approval Documents Unforeseen changes in interest rates, sales rev-
enue, and operating expenses can have material
Institutions can help ensure a careful loanand adverse effects on the ability of many bor-
approval decision by requiring thorough andowers to meet their obligations. In prior
standardized loan-approval documents. Tholdecades, inadequate attention to these possibili-
oughness can be enhanced by requiring form&es during the underwriting process contributed
analysis of the borrower’s financial condition,significantly to asset-quality problems in the
key characteristics and trends in the borrower’system. Also, sudden turmoil within various
industry, information on collateral and its valua-countries can result in quick changes in cur-
tion, as well as financial analysis of the entitiegency valuations and economic conditions.
providing support or guarantees and formal Examiners should evaluate the frequency and
forward-looking analyses appropriate to the siza@dequacy with which institutions conduct
and type of loan being considered. Incorporatforward-looking analysis of borrower financial
ing such elements into standardized formats arfeerformance when considering an institution’s
requiring that analysis and supporting commeneredit-risk-management process. Formal use of
tary be complete and in adequate depth allowrward-looking financial analysis in the loan-
approving authorities access to all relevanapproval process, and financial projections in
information on the risk profile of the borrower. particular, can be important in guarding against
Loan-approval documents should also includéuch complacency, especially when financial
all material details on the proposed loan agrednstitutions are competing intensely to attract
ment itself, including key financial covenants.borrowers. Such projections, if they include less
Standardization of formats, and to some exterfavorable scenarios for the key determinants of
content, can be useful in ensuring that all relthe borrower’s financial performance, can help
evant information is provided to managemento contain undue optimism and ensure that man-
and other approving authorities in a manner thaagement and other approving authorities within
is understandable. Standard formats also drathe organization are formally presented with a
attention to cases in which certain key informa¥obust analysis of the risks associated with each
tion is not presented. credit. They also provide credit staff and other
One area of particular interest in this regard isisk-management personnel with information
analysis and commentary on participations ithat is important for ensuring adherence to the
syndicated loans. While it may be tempting tanstitution’s lending standards and overall appe-
rely on the analysis and documentation providetite for loan risk.
by the agent institution to the transaction, it has The formal presentation of financial projec-
been long-standing Federal Reserve policy thdions and/or other forms of forward-looking
participating institutions should conduct theiranalyses of the borrower is important in making
own analysis of the borrower and the transacexplicit the conditions required for a loan to
tions, particularly if the risk appetite or portfolio perform and in communicating the vulnerabili-
characteristics of the agent differs from that oties of the transaction to those responsible for
the participating institution. approving loans. Analyses also provide a useful
benchmark against which institutions can assess
the borrower’s future performance. Although it

2010.2.2.1.4 Use of Forward-Looking may be tempting to avoid analyzing detailed
Tools in the Approval Process projections for smaller borrowers, such as

middle-market firms, these customers may col-
During continued periods of favorable economidectively represent a significant portion of the
conditions, institutions should guard againstnstitution’s loan portfolio. As such, applying
complacency and, in particular, the temptatioiormal forward-looking analysis even on a basic
to base expectations of a borrower's futurdevel assists the institution in identifying and
financial performance almost exclusively on thaffanaging the overall risk of its lending
borrower’s recent performance. In making lendactivities.

ing decisions, and in evaluating their loan port- Detailed analysis of industry performance and
trends can be a useful supplement to such analy-

BHC Supervision Manual December 1999 Ses. Such projections have the most value in
Page 8 maintaining credit discipline when, rather than
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only describing the single “most likely” sce- 5. adverse developments in key product or inpu
nario for future events, they characterize the markets

kind of negative events that might impair the6. reversals in, or the borrower’s reduced acces
performance of the loan in the future. to, public debt and equity markets

Proper stress testing typically incorporates al
2010.2.2.1.5 Stress Testing of the evaluation of the borrower’'s alternatives for
Borrower's Financial Capacity meeting its financial obligations under each sce

nario, including asset sales, access to alternati
The analysis of alternative scenarios, or “stresfunding or refinancing, or ability to raise new
testing,” should generally focus on the keyequity. In particular, the evaluation should focus
determinants of performance for the borrowenot only on the borrower’s ability to meet near-
and the loan, such as the level of interest rateterm interest obligations, but also on its ability
the rate of sales or revenue growth, or the rate &b repay the principal of the obligation.
which expense reductions can be realized.

Meaningful stress testing of the prospective bor-
rower’s ability to meet its obligations is a vital 2010.2.2.1.6 Management and Lender
part of a sound credit decision. Failure to recoginformation
nize the potential for adverse events—whether
specific to the borrower or its industry (for Management information systems that suppol
example, a change in the regulatory climate othe loan-approval process should clearly indi
the emergence of new competitors) or, alternasate the composition of the institution’s current
tively, to the economy as a whole (for exampleportfolio and/or exposure to allow for consider-
a recession)—can prove costly to a bankingtion of whether a proposed new loan—
organization. regardless of its own merits—might affect this
Mechanical reliance on threshold financialcomposition sufficiently to be inconsistent with
ratios (and the “cushion” they imply) alone is the institution’s risk appetite. In particular, insti-
generally not sufficient, particularly for complextutions active in commercial real estate lending
loans and loans to leveraged borrowers or otheghould know the nature and magnitude of aggre
that must perform exceptionally well to meetgate exposure within relevant subclasses, suc
their financial obligations successfully. Scenari@s by the type of property being financed (tha
analysis specific to the borrower, its industryjs, office, residential, retail).
and its business plan is critical to identify the In addition to portfolio information, institu-
key risks of a loan. Such an analysis shouldions should be encouraged to acquire o
have a significant influence on the decision talevelop information systems that provide read
extend credit and, if credit is extended, on theccess for lenders and credit analysts to infor
decisions as to the appropriate loan size, repaynation sources that can support and enhance tl
ment terms, collateral or guarantee requirefinancial analysis of proposed loans. Depenc
ments, financial covenants, and other elementsg on the nature of an institution’s borrowers,
of the loan’s structure. appropriate information sources may include
When properly conducted, meaningful stresgndustry financial data, economic data and fore
testing can include assessing the effect the fotasts, and other analytical tools such as banli
lowing situations or events will have on theruptcy scoring and default probability models.
borrower:

1. unexpected reductions in revenue growth 0p010.2.3 INSPECTION OBJECTIVES
reversals, including shocks to revenue of the

type(s) and magnitude that would normally| goan Administration
be experienced during a recession
2. unfavorable movements in market interesi  To determine if the parent's loan policies are
rates, especially for firms with high debt adequate in relation to the responsibilities i
burdens _ _ _ has for the supervision of its credit-extending
3. unplanned increases in capital expenditures supsidiaries and whether those policies ar
due to technological obsolescence or com- consistent with safe and sound lendinc

petitive factors practices.
4. deterioration in the value of collateral, guar-
antees, or other potential sources of principadHC Supervision Manual December 1999

repayment Page 9
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. To determine if internal and external factors

(for example, the size and financial condition
of the credit-extending subsidiary, the size

and expertise of its staff, avoidance of and/of.0.

control over credit concentrations, market
conditions, and statutory and regulatory com-
pliance) are considered in formulating and
monitoring the organization’s loan policies
and strategic plan.

. To determine if the loan policy is being

monitored and complied with.

. To establish whether the loan policy ensures
sound assessments of the value of real estate

and other collateral.

11.

Lending Standards for Commercial Loans

1.

2.

To focus on and evaluate the strength of the
credit-risk-management process.

To determine whether the bank holding
company has formal credit policies that pro-
vide clear guidance on its appetite for credit
risk and that will support sound lending
decisions.

. To determine whether experienced credit

that undue reliance on favorable conditions
does not lead to delayed recognition of
emerging weaknesses in some loans.

To ascertain whether there has been signifi-
cant and undue reliance on favorable
assumptions by the banking organization
about borrowers or the economy and finan-
cial markets. If so, to carefully consider
downgrading, under the applicable supervi-
sory rating framework, a BO’s risk-
management, management, and/or asset-
quality ratings and, if deemed sufficiently
significant to the BO, its capital adequacy
rating.

To determine if the BO’s loan-review
activities or other internal control and risk-
management processes have been weak-
ened by staff turnover, failure to commit
sufficient resources, inadequate training,
and reduced scope or less thorough internal
loan reviews. To incorporate such findings
into the determination of supervisory
ratings.

professionals who are independent of line0n10.2.4 INSPECTION PROCEDURES

lending functions provide adequate internal
control in the loan-approval process.

Loan Administration
. To evaluate whether loan-approval docu-

ments provide internal approving authori- 1. Obtain an organization chart and determine

ties and management with sufficient infor-
mation on the risks of loans being
considered, and that the information is in a
clear and understandable format.

. To evaluate whether forward-looking analy-

sis tools are being adequately and appropri-
ately used as part of the loan-approval
process.

. To determine whether credit-risk manage-

ment information systems provide adequate
information to management and lenders.

. To incorporate the examiner’s evaluation of
the bank holding company’s adherence to 3.

these sound practices into the overall
assessment of credit-risk management.

. To be alert to indications of insufficiently

rigorous risk assessment at BOs, in particu-
lar, for excessive reliance on strong eco-
nomic conditions and robust financial mar-
kets to support a borrower’s capacity to
service its debts, as well as inadequate
stress testing.

. To be attentive in reviewing a BO’s assess-

ment and monitoring of credit risk to ensure

BHC Supervision Manual

December 1999

Page 10

various levels of responsibility and job
functions of individuals involved with the
lending function.

. Obtain and review BHC loan policy; deter-

mine if it contains the appropriate compo-

nents, as summarized in this section.
Determine how the policy is communicated

to subsidiaries. Also determine whether the
loan policy reflects the December 1992 uni-
form interagency real estate lending stan-
dards and guidelines as they apply to sub-
sidiary depository institutions.

Obtain a copy of the most recent manage-
ment reports concerning the quality of loans
and other aspects of the loan portfolio

(delinquency list, concentrations, yield

analysis, loan-distribution lists, watch-loan

reports, charge-off reports, participation

listings, internal and external audit reports,
etc.). Determine the scope and sufficiency
of the work performed by any committees

related to the lending function. Determine if

the information provided to the directorate

and senior management is sufficient for
them to make judgments about the quality
of the portfolio and to determine appropri-

ate corrective action.
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4.

10.

Determine further if an internal process had1l. On the Policies and Supervision or equiva
been established for the review and lent page of the inspection report, evaluate
approval of loans that do not conform to  the BHC's oversight regarding effective
internal lending policy. Establish whether lending policy and procedures.

such loans are supported by written docu-

mentation that clearly states all the relevankending Standards for Commercial Loans
credit factors that culminated in the under-

writing decision. Determine if exception 1. Review formal credit policies for clear
loans of a significant size are reported to the articulation of current lending standards,
board of directors of the subsidiary or to the including—

holding company. a. a description of the characteristics of
. Review internal and external audit reports acceptable loans and (if applicable)
and bank examination reports for critical “guidance” minimum financial ratios,
comments concerning loan-policy excep- b. standards for the type(s) of covenants t
tions and administration. Determine be imposed for specific loan types, and
whether action was taken in response to any c. the treatment and reporting of policy
identified exceptions. Determine who is exceptions, both for individual loans and
responsible for follow-up, and the time- for the entire portfolio.

frames involved; seek rationale if no action2. Evaluate the role played by independen
was taken or if the action taken was half- credit staff in loan approvals and, in particu-
hearted. lar, whether these credit professionals ar

. Review the organization’s financial state- adequately experienced, are independent

ments, the bank call reports, and the BHC line lending functions, and have authority to
FR Y-series reports submitted to the Fed- reject loans either because of specific excer
eral Reserve and determine whether report- tions to policy or because the loan does no
ing is accurate and disclosure is sufficientto meet the institution’s credit-risk appetite.

indicate the organization's financial posi-3. Review written policies and determine oper-
tion and the nature of its loan portfolios, ating practice in preparing loan-approval
including nonaccrual loans. documents to evaluate whether sufficien

. When reviewing lending policies, ascertain information is provided on the characteristics

whether— and risks of loans being considered, anc
a. the loan policies facilitate extensions of whether such information is provided clearly
credit to sound borrowers and the work- and understandably.
out of problem loans, and 4. Based on written policies and review of oper-
b. the loan policies control and reduce con- ating practice, evaluate whether loans bein
centration risk by placing emphasis on considered are evaluated not only on the
effective internal policies, systems, and basis of the borrower’s current performance
controls to monitor the risk. but on the basis of forward-looking analysis

. Through interviews with, and/or review of  of the borrower.

reports submitted by, the internal auditor, a. Determine whether financial projections
lending officers, loan-review personnel, and or other forward-looking tools are an inte-

senior management (1) evaluate the effec-  gral part of the preapproval analysis anc
tiveness of the BHC’s self-monitoring of loan-approval documents.

adherence to loan policy, (2) determine how b. Determine the extent to which alternative
changes to the loan policy occur, (3) deter- or “downside” scenarios are identified,
mine how loans made in contradiction to considered, and analyzed in the loan
the loan policy are explained, and (4) deter- approval process.

mine the various circumstances involvings, Review credit-risk management information
levels of approval and what specific consid-  systems and reports to determine whethe
eration occurs at these levels. they provide adequate information to man-

. Presuming the inspection is concurrent with  agement and lenders about—

a bank's primary regulator, on a random a. the composition of the institution’s cur-

basis coordinate the selection of loans sub- rent por’[fo"o and/or exposure, to allow
ject to C|aSSificati0n, and determine Whether for consideration of whether proposed
they conform to loan policy. loans might affect this composition suffi-
Review management’s policies and proce-

dures for their determination of an appropri-BHC Supervision Manual December 1999

ate level of loan-loss reserves. Page 11
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ciently to be inconsistent with the institu-
tion’s risk appetite, and

b. data sources, analytical tools, and other
information to support credit analysis.

. When appropriate, coordinate or conduct suf-
ficient loan reviews and transaction testing in
the lending function to determine accurately
the quality of loan portfolios and other credit
exposures. If deficiencies in lending prac-
tices or credit discipline are indicated as a
result of the preexamination risk assessment,
the inspection, or bank or other examina-
tions, arrange for the commitment of sulffi-
cient supervisory resources to conduct
in-depth reviews, including transaction test-
ing, that are adequate to ensure that the Fed-
eral Reserve achieves a full understanding of
the nature, scope, and implications of the
deficiencies.
. When reviewing loans, lending policies, and
lending practices— 8
a. observe and analyze loan-pricing policies
and practices to determine whether the
institution may be unduly weighting the
short-term benefit of retaining or attract-
ing new customers through price conces-
sions, while not giving sufficient consi-
deration to potential longer-term
consequences;

support the capacity of borrowers to ser-
vice their debts, as well as inadequate
stress testing;

C. be attentive in reviewing an institution’s
assessment and monitoring of credit risk
to ensure that undue reliance on favorable
conditions does not lead that institution to
delay recognition of emerging weaknesses
in some loans or to lessen staff resources
assigned to internal loan revietxgnd

d. give careful consideration to downgrad-
ing, under the applicable supervisory rat-
ing framework, a banking organization’s
risk-management, management, and/or
asset-quality ratings and its capital
adequacy rating (if sufficiently signifi-
cant) when there is significant and undue
reliance on favorable assumptions about
borrowers or the economy and financial
markets, or when that reliance has slowed
the recognition of loan problems.

. Discuss matters of concern with the senior

management and the board of directors of the
bank holding company and report those areas
of concern on core page 1, “Examiner’s
Comments and Matters Requiring Special
Board Attention.”

8. Examiners should recognize that an increase in classi-

b. be alert for indications of insufficiently fied or special-mention loans is not per se an indication of lax

rigorous risk assessment, in particular fo

rlending standards. Examiners should review and consider the
nature of such increases and surrounding circumstances in

exce_s_sive reliance on strong €CONOMIiGeaching their conclusions regarding the asset quality and risk
conditions and robust financial markets tananagement of an institution.

BHC Supervision Manual
Page 12
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Supervision of Subsidiaries
(Investments) Section 2010.:

The System’s ability to evaluate the effectiveimethods and/or process through which prio

ness of a company’s supervision and control ofipproval of new activities and investments in

subsidiary investment activities can be strengthrew instruments is granted.

ened not only by evaluating the parent’s role in 3. Determine whether the boards of director:

light of efficiency and operating performance,and the management of subsidiaries appear |

but also by evaluating the quality of control andbe sufficiently involved in their respective roles

supervision. In order to assess quality there musbd assure that the performance of fiduciary re

be a standard or measuring block against whickponsibilities of each appears adequate.

a company’s policies can be evaluated. By es- 4. Assess the adequacy of the level of man

tablishing the minimum areas that a company’agement expertise in relation to its involvemen

policies should address with respect to subsidin various investment activities.

ary investments, a standard is created which can 5. Evaluate the reasonableness of investme|

evaluate the quality of company’s control andactivity initiated to achieve corporate objectives

supervision of that activity. The examiner needn light of its potential impact on the risk expo-

to make a qualitative assessment of the parent&ire of subsidiaries.

supervision and control of subsidiary invest- 6. Assess the adequacy of investment polic:

ment activities. directives in regard to the required mainte-
nance of adequate recordkeeping systems
subsidiaries.

2010.3.1 INSPECTION OBJECTIVES 7. Evaluate policy directives regarding the
appropriateness of accounting practices in re

1. Determine if the parent’s investment pol-gard to transactions involving investment partic:

icy is adequate for the organization. ipations, swaps, other transfers of investment
2. Determine if the investment policy is be-as well as specialized investment activities.
ing complied with. 8. Evaluate whether investment policies ade

quately provide for the maintenance of a stabls
income stream at bank subsidiaries as well a
2010.3.2 INSPECTION PROCEDURES the parent company level.
9. Determine whether investment policy di-
1. Determine whether the management hawctives adequately address statutory limitation:
developed a flow chart on investment authorizaparticularly those involving intercompany trans-
tion procedures sufficiently detailed to assuractions.
that the execution of transactions precludes the 10. Evaluate the effectiveness of the banl
ability to circumvent policy directives. holding company’s audit function in assuring
2. Determine whether all investment policieghat investment policies and directives are ad
appear to be adequately tailored to fit the bushered to at each corporate level.
ness needs of each subsidiary. Review the

BHC Supervision Manual December 1992
Page 1



Supervision of Subsidiaries
(Consolidated Planning Process) Section 201(

This section emphasizes the importance of inteonmental changeFor these areas, flexibility
grating subsidiaries into a consolidated plan, thehould exist for contingency plans.
essential elements of the planning process, and7. Methods should be determined, in the
the ultimate accountability of the board of direc-plan, to monitor and evaluate compliance with
tors of the holding company. As a minimum, thethe plan.
parent’s consolidated plan should include the 8. The consolidated plan should have a mea
following ten elements: surable aspect to determine whether budget:
1. All plans should address a long-rangeobjectives, and goals are being m#tthey are
goal or focus, intermediate term objectives, anahot met, determination as to the controllability
short-term budgetsA long-range focus is par- of variances should be ascertained.
ticularly important during a changing environ- 9. Plans and goals must continually be eval-
ment and during expansions of the organizatioruated to determine whether accomplishing the
Long-range plans generally are broad with @oal results in the desired and expected out
service or customer orientation and marketome.For example, the desired outcome may b
share emphasis. These plans provide the entite increase net income by granting loans witt
organization with a consistent direction anchigher interest rates and above normal risk. Th
facilitate changes in the organization arisinggranting of such loans may result in a need t
from environmental changes. Intermediate goalscrease the provision for loan losses, thus cau:
generally are narrower in scope. Short-terning a decrease in earnings.
budgets are generally developed at the subsidi- 10. Plans should be flexible enough to re-
ary level; however, they are subject to reviewmain effective in a volatile environmeifitplans
and revision by the parent in an effortare too rigid, they may become disfunctional if
to maintain consistency throughout thethe environment changes and actually constral
organization. an organization’s ability to react. On the other
2. The planning process should be formal-hand, flexible goals and plans should enhanc
ized.A long-range focus, intermediate term ob-an organization’s ability to compete by provid-
jectives, and budgets should be written anéhg the entire organization with a fluid consis-
adopted by the parent’s board of directors taent direction.
insure centralized accountability.
3. Plans should be consistent and interre-
lated over the differing time periodsor exam- 2010.4.1 INSPECTION OBJECTIVES
ple, budgets should be consistent with long-
range goals—the implementation of a short- 1. To determine if the board of directors at
term, high return orientation may be inconsistenthe parent company is cognizant of and perform
with a long-term goal of increasing marketing its duties and responsibilities.
share, or short-term compensation plans may be 2. To determine if the level of supervision
disfunctional in the long run. over subsidiaries is both adequate an
4. A consolidated plan should increase thebeneficial.
consistency of goals among differing subsidi- 3. To evaluate the consolidated plan for con
aries and the parentThe long-range goals, in- sistency, controls, and effectiveness.
termediate term objectives, and short term goals 4. To ascertain if the board of directors of the
and objectives should be periodically reviewedparent company is making judgments and deci
preferably, annually, by the BHC’s board ofsions based on adequate information flowing
directors. A consolidated plan should reducédrom the management and financial reporting
unnecessary internal competition. systems of the organization.
5. A consolidated plan should facilitate the
allocation of resources throughout the organiza-
tion. This is particularly important when the 2010.4.2 INSPECTION PROCEDURES
parent is providing most, or all, of the short-
term funds and long-term capital. As the parent 1. Evaluate the participation by the board of
has an awareness of all subsidiaries, it can bettdirectors of the parent company in giving over-
allocate funds and personnel to areas where theyl direction to the organization.

will be utilized most effectively. 2. Obtain and evaluate descriptions of all im-
6. Plans should be formulated with an
awareness to possible weaknesses and recogrC Supervision Manual December 1992

nition to areas likely to be influenced by envi- Page 1



Supervision of Subsidiaries (Consolidated Planning Process) 2010.4

portant management and financial policies, pro- 5. Spell out the lines of authority associated
cedures, and practices. with the planning process.

3. Determine if contradictions or “conflicts” 6. Determine the degree of control exercised
between expressed and unexpressed strategisthe parent company over the entire organiza-
and between long-term and short-term goalton.
exist. Also determine that goals are consistent 7. Test compliance with policies at all levels.
with concern over safety and soundness.

4. Determine whether the planning process is
sufficiently flexible and if contingency plans
exist.

BHC Supervision Manual December 1992
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Supervision of Subsidiaries

(Environmental Liability) Section 2010.5
2010.5.1 BACKGROUND The liability imposed by the superfund statute
INFORMATION ON is strict liability which means the government
ENVIRONMENTAL LIABILITY does not have to prove that the owners or oper:

tors had knowledge of or caused the hazardot

Banking organizations are increasingly becomsubstance contamination. Moreover, liability is
ing exposed to liability associated with thejoint and several, which allows the governmen
clean-up of hazardous substance contaminatiago seek recovery of the entire cost of the
pursuant to, the Comprehensive Environmentallean-up from any individual party that is liable
Response, Compensation and Liability Acfor those clean-up costs under CERCLA. In this
(“CERCLA"), the federal superfund statute. It connection, CERCLA does not limit the bring-
was enacted in response to the growing probleing of such actions to the EPA, but permits sucl
of improper handling and disposal of hazardouactions to be brought by third parties.
substances. CERCLA authorizes the Environ- CERCLA provides a secured creditor exemp:
mental Protection Agency (“EPA") to clean-up tion in the definition of “owner and operator”
hazardous waste sites and to recover costs as$xy-stating that these terms do not include * a
ciated with the clean-up from entities specifiecberson, who, without participating in the man-
in the statute. The superfund statute is thagement of a vessel or facility, holds indicia of
primary federal law dealing with hazardousownership primarily to protect his security inter-
substance contamination. However, there arest in the vessel or facility? However, this
numerous other federal statutes, as well as stag&ception has not provided banking organiza
statutes, that establish environmental liabilittions with an effective “safe harbor” because
that could place banking organizations at riskrecent court decisions have worked to limit the
For example, underground storage tanks are alsgplication of this exemption. Specifically,
covered by separate federal legislation. courts have held that actions by lenders to pro

While the superfund statute was enacted tect their security interests may result in the
decade ago, it has been only since the midanking organization “participating in the man-
1980s that court actions have resulted in somagement” of a vessel or facility, thereby voiding
banking organizations being held liable for thethe exemption. Additionally, once the title to a
clean-up of hazardous substance contaminatioforeclosed property passes to the banking org:
In this connection, recent court decisions havaization, courts have held that the exemption n
had a wide array of interpretations as to whethdonger applies and that the banking organizatiol
banking organizations are owners or operatoris liable under the superfund statute as al
of contaminated facilities, and thereby liable"owner” of the property. Under some circum-
under the superfund statute for clean-up coststances, CERCLA may exempt landowners wh
This has led to uncertainty on the part of bankacquire property without the knowledge of pre-
ing organizations as to how to best protect themexisting conditions (the so-called “innocent
selves from environmental liability. landowner defense”). However, the courts have

The relevant provisions of CERCLA, the so-applied a stringent standard to qualify for this
called “superfund” statute, as it pertains todefense. Because little guidance is provided b
banking organizations, indicate which personghe statute as to what constitutes the appropria
or entities are subject to liability for clean-uptiming and degree of “due diligence” to suc-
costs of hazardous substance contaminationessfully employ this defense, banking organi
These include . . the owner and operator of azations should exercise caution before relyine
vessel or a facility, (or) any person who at theon it.
time of disposal of any hazardous substance
owned or operated any facility at which such
hazardous substances were disposed.af2A  2010.5.2 OVERVIEW OF
person or entity that transports or arranges tENVIRONMENTAL HAZARDS
transport hazardous substances can also be held
liable for cleaning-up contamination under theEnvironmental risk can be characterized as ac
superfund statute. verse consequences resulting from having gel

3. CERCLA, Section 101(20)(A)..

1. Resource Conservation and Recovery Act of 1986 .
(RCRA). BHC Supervision Manual December 1992

2. CERCLA, Section 107(a). Page 1



Supervision of Subsidiaries (Environmental Liability) 2010.5

erated or handled hazardous substances, or oth2610.5.3 IMPACT ON BANKING
wise having been associated with the aftermat®@RGANIZATIONS
of subsequent contamination. The following dis-

cussion highlights some common environmentgsanking organizations may encounter losses
hazards, but by no means covers all environyising from environmental liability in several

mental hazards. ays. The greatest risk to banking organiza-

L . W
Hazardous substance contamination is Mogns, resulting from the superfund statute and
often associated with industrial or manufacturyiher environmental liability statutes, is the pos-

!ng processes tha@ involve chemicals or solvent§bi|ity of being held solely liable for costly
in the manufacturing process or as waste proGs,yironmental clean-ups such as hazardous sub-
ucts. For years, these types of hazardous suBrance contamination. If a banking organization
stances were dlsposed (_)f in land fills, or jusis found to be a responsible party under
dumped on industrial sites. Hazardous subcgrcLA, the banking organization may find
stances are also found in many other lines ofself responsible for cleaning-up a contami-
business. The following examples demonstratgateq site at a cost that far exceeds any outstand-
the diverse sources of potential hazardous Suﬁ‘ig loan balance. This risk of loss results from
stance contamination which should be of conyp'interpretation of the superfund statute as pro-
cern to banking organizations: viding for joint and several liability. Any re-
sponsible party, including the banking organiza-
Farmers and ranchers (use of fuel, fertilizerstion, could be forced to pay the full cost of any
herbicides, insecticides, and feedlot runoff). clean-up. Of course, the banking organization

« Dry cleaners (various cleaning solvents). may attempt to recover .suc.h costs from the
« Service station and convenience store oper&orrower, or the owner if different than the
tors (underground storage tanks). borrower, provided that the borrower or owner

Fertilizer and chemical dealers and applicacontinues in existence and is solvent. Banking
tors (storage and transportation of chemicalsprganizations may be held liable for the
« Lawn care businesses (application of lawrflean-up of hazardous substance contamination
chemicals). in situations where the banking organization:
Trucking firms (local and long haul transport-
ers of hazardous substances such as fuel orTakes title to property pursuant to foreclosure;
chemicals). « Involves the banking organization’s personnel
or contractors engaged by the bank in day-to-

The real estate industry has taken the brunt of &y management of the facility; ,
the adverse affects of hazardous waste contandi-12KeS actions designed to make the contami-
nation. In addition to having land contaminated Nat€d property salable, possibly resulting in
with toxic substances, construction methods for further contamination; .
major construction projects, such as commercidl ACtS in a fiduciary capacity, including man-
buildings, have utilized materials that have been 29€ment involvement in the day-to-day
subsequently determined to be hazardous, re-OPerations of industrial or commercial con-
sulting in significant declines in their value. For C€mMS, and purchasing or selling contaminated
example, asbestos was commonly used in com-ProPerty; .
mercial construction from the 1950's to the late’ OWNS €xisting, or acquires (by merger or ac-
1970’s. Asbestos has since been found to be gauisition), subsidiaries involved in activities
health hazard and now must meet certain federal that might result in a finding of environmental
and, in many instances, state requirements for i2Pility;

costly removal or abatement (enclosing or other- OWNns existing, or acquires for future expan-
wise sealing off). sion, premises that have been previously con-

Another common source of hazardous sub- @minated by hazardous substances. For exam-

stance contamination is underground storageP!€, Siteé contamination at a branch office

tanks. Leaks in these tanks not only contaminate WNereé a service station having underground
the surrounding ground, but often flow into storage tanks once operated. Also, premises

ground water and travel far away from the orig- ©F Other real estate owned could be contami-
inal contamination site. As contamination Nated by asbestos requiring costly clean-up or

spreads to other sites, clean-up costs escalate. 2Patement.

BHC Supervision Manual December 1992 A more common situation encountered by
Page 2 banking organizations has been where real prop-



Supervision of Subsidiaries (Environmental Liability) 2010.t

erty collateral is found to be contaminated by2010.5.4 PROTECTION AGAINST
hazardous substances. The value of contamiENVIRONMENTAL LIABILITY

nated real property collateral can decline dra-

matically, depending on the degree of contamiBanking organizations have numerous ways t
nation. As the projected clean-up costs increasgientify and minimize their exposure to environ-
the borrower may not be able to provide themental liability. Because environmental liability
necessary funds to remove contaminated mateis relatively recent, procedures used to safe
als. In making its determination whether to fore-guard against such liability are evolving. The
close, the banking organization must estimat®llowing discussion briefly describes methods
the potential clean-up costs. In many cases thgurrently being employed by banking organiza:
estimated cost has been found to be well iions and others to minimize potential environ-
excess of the outstanding loan balance, and ttigental liability.

banking organization has elected to abandon its Banking organizations should have in place
security interest in the property and write off theddequate safeguards and controls to limit the
loan. This situation occurs regardless of the fa@xposure to potential environmental liability.
that the superfund statute provides a securég?@n policies and procedures should addres
creditor exemption. Some courts have nofmethods for identifying potential environmental

extended this exemption to situations wher@'OPIems relating to credit requests as well a
banking organizations have taken title to a prop‘?XIStIng Ioa_ns. The loan policy S.hOUId d¢SCf'b€.
n appropriate degree of due diligence investi

erty pursuant to foreclosure. These rulings hav@ tion required for credit requests. Borrowers i
been based on a strict reading of the statute th glion req . at :
Igh-risk industries or localities should be held

ELCIJ;//IdeS the exemption to “security interests to a more stringent due diligence investigatior
: . . than borrowers in low-risk industries or locali-
Risk of credit losses can also arise where thfag | addition to establishing procedures fo
tcredlt qualltyt of |nd|vt|dual botrrowe;sh(ope:ja- granting credit, procedures should be develope
0rs, generators, or transporters of hazardoUmq gpplied to portfolio analysis, credit monitor-
substances) deteriorates markedly as a result pfy |0oan workout situations, and—prior to tak-
being required to clean up hazardous substangey title to real property—foreclosures. Banking
contamination. Banking organizations must bgrganizations may avoid or mitigate potential
ahwatr)e that signif:gar;]t clean-lrj]p EOStS borne bllénvironmental liability by having sound policies
the borrower could threaten the borrower’s soland procedures designed to identify, assess al
vency and jeopardize the banking organization‘eontr%| environmenta?liability. b
ultimate collection of outstanding loans to that At the same time, banking organizations mus
borrower, regardless of the fact that no reabe careful that any lending policies and proce
property collateral is involved. Therefore, ulti-dures, but especially those undertaken to asse
mate collection of loans to fund operations, or tand control environmental liability, cannot be
acquire manufacturing or transportation equipeonstrued as taking an active role in participat
ment can be jeopardized by the borrower’s gering in the management or day-to-day operation
erating or handling of hazardous substances @f the borrower’s business. Activities which
an improper manner. Further, some bankruptc§ould be considered active participation in the
courts have required clean-up of hazardous sufianagement of the borrower’s business, an
stance contamination prior to distribution of atherefore subject the bank to potential liability,
debtor’s estate to secured creditors. include, but are not limited to:

Borrowers may have existing subsidiaries or
may be involved in merger and acquisition’ borrower’s board of directors or actively par-
activity that may place the borrower at risk for ticinating in board decisions: yp
the activities of others that result in environmen- o baNg 1N board decisions,

S « assisting in day-to-day management and ope
tal liability. Some courts have held that for the _ N
RSN ating decisions; and
purposes of determining Ilablllty under the super; actively determining management changes.
fund statute, the corporate veil may not protect

parent companies that participate in the day-to- g6 considerations are especially importar
day operations of their subsidiaries from enviynen the banking organization is actively in-

ronmental liability and court imposed clean-upqyed in loan workouts or debt restructuring.
costs. Additionally, borrowers can be held liable

for contamination which occurred prior to theirgHc Supervision Manual June 1996
owning or using real estate. Page 3

having bank employees as members of th
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The first step in identifying and minimizing result in losses arising from hazardous sub-
environmental risk is for banking organiza-stance contamination because banking organiza-
tions to perform environmental reviews. Suchtions are held directly liable for costly court
reviews may be performed by loan officers owordered clean-ups. Additionally, the banking
others, and typically identify past practices anarganization’s ability to collect the loans it
uses of the facility and property, evaluate regumakes may be hampered by significant declines
latory compliance, if applicable, and identifyin collateral value, or the inability of a
potential future problems. This is accomplishedorrower to meet debt payments after paying
by interviewing persons familiar with presentfor costly clean-ups of hazardous substance
and past uses of the facility and propertycontamination.
reviewing relevant records and documents, and Banking organizations must understand the
visiting and inspecting the site. nature of environmental liability arising from

Where the environmental review reveals poshazardous substance contamination. Addition-
sible hazardous substance contamination, aily, they should take prudential steps to identify
environmental assessment or audit may be reand minimize their potential environmental lia-
quired. Environmental assessments are made bility. Indeed, the common thread to environ-
personnel trained in identifying potential envi-mental liability is the existence of hazardous
ronmental hazards and provide a more thorougsubstances, not types of borrowers, lines of busi-
review and inspection of the facility and prop-ness, or real property.
erty. Environmental audits differ markedly from
environmental assessments in that independent
environmental engineers are employed to inve2010.5.6 INSPECTION OBJECTIVES
tigate, in greater detail, those factors listed pre-
viously, and actually test for hazardous sub- 1. To determine whether adequate safeguards
stance contamination. Such testing mighand controls have been established to limit
require collecting and analyzing air samplesexposure to potential environmental liability.
surface soil samples, subsurface soil samples, or2. To determine whether the banking organi-
drilling wells to sample ground water. zation has identified specific credits and any

Other measures used by some banking orgéending and other banking and nonbanking
nizations to assist in identifying and minimizingactivities that expose the organization to envi-
environmental liability include: obtaining in- ronmental liability.
demnities from borrowers for any clean-up costs
incurred by the banking organization, and
including affirmative covenants in loan agree2010.5.7 INSPECTION PROCEDURES
ments (and attendant default provisions) requir-
ing the borrower to comply with all applicable 1. Review loan policies and procedures and
environmental regulations. Although these meaestablish whether these and other adequate safe-
sures may provide some aid in identifying andyuards and controls have been established to
minimizing potential environmental liability, avoid or mitigate potential environmental liabil-
they are not a substitute for environmentalty.# In performing this task, ascertain whether:
reviews, assessments and audits, because their a. an environmental policy statement has
effectiveness is dependent upon the financiddeen adopted,;
strength of the borrower. b. training programs are being conducted

so that lending personnel are aware of environ-

mental liability issues and are able to identify
2010.5.5 CONCLUSION borrowers with potential problems;

c. guidelines and procedures have been

Potential environmental liability can touch on a€Stablished for dealing with new borrowers and
great number of loans to borrowers in many€al property offered as collateral.
industries or localities. Moreover, nonlending . the lending policies and procedures and
activities as well as corporate affiliations carPther safeguards, including those to assess and
lead to environmental liability depending uponcontrol environmental liability, may not be con-
the nature of the these activities and the degredrued as actively participating in the manage-
of participation that the parent exercises in théhent of day-to-day operations of borrowers’
operations of its subsidiaries. Such liability carPusinesses.

BHC Supervision Manual June 1996
Page 4 4. Refer to SR-91-20.
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2. When reviewing individual credits deter- structured analysis as previously indicatec
mine whether the loan policy has been complied  for “environmental assessments,” however,
with in regard to a borrower’'s activities or more comprehensive testing might involve
industry that is associated with hazardous sub- collecting and analyzing air samples, sur-
stances or environmental liability. face soil samples, subsurface soil sample:

3. Ascertain whether appropriate periodic  or drilling wells to sample ground water.
analysis of potential environmental liability is
conducted. 4. Determine whether existing loans are

Such analysis should be more rigorous aseviewed internally to identify credits having
the risk of hazardous substance contaminatigmotential environmental problems.
increases. The following are examples of types 5. Review recordkeeping procedures ant
of analyses and procedures that should be prdetermine whether there is documentation as t
gressively considered as the risk of environmerthe due diligence efforts taken at the time of
tal liability increases: making loans or acquiring real property.
6. Review loan agreements to determine i
« Environmental review—screening of thewarranties, representations, and indemnifice
borrower’s activities by lending personneltions have been included in loan agreement
or real estate appraisers for potential envidesigned to protect the banking organizatior
ronmental problems (using questionnairesrom losses stemming from hazardous substanc
interviews, or observations). contamination. (Although such provisions pro-
Review procedures might include a survide some protection for the lender, these agree
vey of past ownership and uses of the propments are not binding against the government ¢
erty, a property inspection, a review of adja-third parties. Such contractual protections ar
cent or contiguous parcels of property, @only as secure as the borrower’s financia
review of company records for past use ostrength.)
disposal of hazardous materials, and a 7. For situations involving potential environ-
review of any relevant Environmental Pro-mental liability arising from a banking organiza-
tection Agency records. tion’s nonlending activities, verify that similar
« Environmental assessment—structuregolicies and procedures are in plate.
analysis by ajualifiedindividual that iden-

tifies the borrower’s past practices, regula- 5. A banking organization’s policies and procedures relat:

tory compllarice, and_ potentlal . futureing to environmental liability should apply to nonlending

problems. This analysis would includesituations where appropriate. For example, banking organiz:

reviewing relevant documents, Visiting andtions engaged in trust activities or contemplating a merger o

inspecting the site, and, in some cases pe?gquisition should evaluate the possibility of existing or sub-

forming limited tes,ts ! ' P¥sequent environmental liability arising from these activities.
« Environmental audit—a professional envi-

ronmental engineer performs a similar

BHC Supervision Manual December 1992
Page 5



Supervision of Subsidiaries (Financial Institution Subsidiary
Retail Sales of Nondeposit Investment Products) Section 201

The Board of Governors of the Federal Reserveature and risks associated with these product
System, along with the other federal bankingn particular, where nondeposit investment prod
regulators, issued an interagency statement arcts are recommended or sold to retail custornr
February 15, 1994, that provides comprehensivers, depository institutions should ensure tha
guidance on retail sales of nondeposit investeustomers are fully informed that the products—
ment products occurring on or from depository
institution premises. The interagency statement are not insured by the FDIC;
unifies pronouncements previously issued by the are not deposits or other obligations of the
banking agencies that addressed various aspectinstitution and are not guaranteed by the insti
of retail sales programs involving mutual funds, tution; and
annuities, and other nondeposit investment are subject to investment risks, including pos
products. sible loss of the principal invested.

The interagency statement was made effec-
tive immediately and applies to all depository Moreover, sales activities involving these
institutions, including state member banks anéhvestment products should be designed to min
the U.S. branches and agencies of foreign banksyize the possibility of customer confusion and
supervised by the Federal Reserve. The policip safeguard the institution from liability under
statement does not apply directly to bank holdthe applicable antifraud provisions of the fed-
ing companies. However, the board of directorgral securities laws, which, among other things
and management of bank holding companieprohibit materially misleading or inaccurate
should consider and administer the provisionsepresentations in connection with the sale o
of the statement with regard to the holdingsecurities.
company'’s supervision of its banking and thrift The four federal banking agencies—the
subsidiaries that offer such products to retaiBoard of Governors of the Federal Reserve Sys
customers. Reserve Bank examiners will contem, the Federal Deposit Insurance Corporatior
tinue to review nondeposit investment producthe Office of the Comptroller of the Currency,
sales activities during examinations of institu-and the Office of Thrift Supervision—issued
tions engaging in such activities on their premthe statement to provide uniform guidance tc
ises, either directly or through a third party or ardepository institutions engaging in these
affiliate. The review process will consist of, at aactivities?
minimum, an assessment of whether the inter-
agency statement is being followed, particularly
with regard to the nature and sufficiency of ar2010.6.1.1 Scope
institution’s disclosures, the separation of func-
tions, and the training of personnel involvedThis statement applies when retail recommend:
with the sales of mutual funds and other nontions or sales of nondeposit investment product
deposit products. (See SR-94-11.) are made by—

The following is the text of the interagency
policy statement, further clarified by a Septems employees of the depository institution;
ber 12, 1995, joint interpretation (SR-95-46). employees of a third party, which may or may
Section numbers have been added for reference———

1. Each of the four banking agencies has in the past issue

guidelines addressing various aspects of the retail sale ¢
nondeposit investment products. OCC Banking Circular 27+

2010.6.1 INTERAGENCY STATEMENT (July 19, 1993), FDIC Supervisory Statement FIL-71-93
ON RETAIL SALES OF NONDEPOSIT (October 8, 1993), former Federal Reserve letters SR-93-3

INVESTMENT PRODUCTS (June 17, 1993) and SR-91-14 (June 6, 1991), and OTS Thri
Bulletin 23-1 (Sept. 7, 1993). This statement is intended tc

. . L nsolidate and make uniform the guidance contained in th
Insured depository institutions have expandeghrious existing statements of each of the agencies, all ¢

their activities in recommending or selling suchwhich are superseded by this statement.
products. Many depository institutions are pro- Some of the banking agencies have adopted addition:

e ; : : uidelines covering the sale of certain specific types of instru
viding these services at the retail level, dlreCtl)gnents by depository institutions, i.e., obligations of the insti-

or through various types of arrangements Wity ion itself or of an affiliate of the institution. These guide-

third parties. lines remain in effect except where clearly inapplicable.
Sales activities for nondeposit investment
products should ensure that customers for thegHC Supervision Manual June 1999

products are clearly and fully informed of the Page 1
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not be affiliated with the institutiod,occur- investment products to the institution’s fiduciary
ring on the premises of the institution (includ-customers.
ing telephone sales or recommendations by
employees or from the institution’s premises
and sales or recommendations initiated b®010.6.1.2 Adoption of Policies and
mail from its premises); and Procedures
sales resulting from a referral of retail custom-
ers by the institution to a third party when the2010.6.1.2.1 Program Management
depository institution receives a benefit for
the referral. A depository institution involved in the activi-
ties described above for the sale of nondeposit
Retail sales include (but are not limited to)investment products to its retail customers
sales to individuals by depository institutionshould adopt a written statement that addresses
personnel or third-party personnel conducted ithe risks associated with the sales program and
or adjacent to the institution’s lobby area. Salesontains a summary of policies and procedures
of government or municipal securities awayoutlining the features of the institution’s pro-
from the lobby area are not subject to the intergram and addressing, at a minimum, the con-
agency statement. The statement also applies ¢erns described in this statement. The written
sales activities of an affiliated stand-alonestatement should address the scope of activities
broker-dealer resulting from a referral of retailof any third party involved, as well as the proce-
customers from the depository institution to thedures for monitoring compliance by third parties
broker-dealer. in accordance with the guidelines below. The
These guidelines generally do not apply tascope and level of detail of the statement should
the sale of nondeposit investment products tappropriately reflect the level of the institution’s
nonretail customers, such as sales to fiduciaiypvolvement in the sale or recommendation of
accounts administered by an institutrhe nondeposit investment products. The institu-
disclosures provided for by the interagencytion’s statement should be adopted and reviewed
statement, however, should be provided to cusperiodically by its board of directors. Deposi-
tomers of fiduciary accounts where the customeory institutions are encouraged to consult
directs investments, such as self-directed IRAvith legal counsel with regard to the implemen-
accounts. Such disclosures need not be madetation of a nondeposit investment product sales
customers acting as professional money managrogram.
ers. Fiduciary accounts administered by an The institution’s policies and procedures
affiliated trust company on the depository insti-should include the following:
tution’s premises should be treated as fiduciary
accounts of the institution. However, as part of Compliance proceduresThe procedures for
its fiduciary responsibility, an institution should ensuring compliance with applicable laws and
take appropriate steps to avoid potential cusegulations and consistency with the provisions
tomer confusion when providing nondepositof this statement.
Supervision of personnel involved in sales.
A designation by senior managers of specific

2. This statement does not apply to the subsidiaries oy qjyjguals to exercise supervisory responsibil-
insured state nonmember banks, which are subject to separate

provisions, contained in 12 C.F.R. 337.4, relating to securitiey ]_‘O_I‘ each activity outlined in the institution’s
activities. For OTS-regulated institutions that conduct sales gpolicies and procedures.
nondeposit investment products through a subsidiary, these Types of products sol@he criteria governing

guidelines apply to the subsidiary. 12 C.F.R. 545.74 als : ;
applies to such sales. Branches and agencies of U.S. foreiqhe selection and review of each type of pI’OdUCt

n
banks should follow these guidelines with respect to thei%Old or feCPmme”ded- . .
nondeposit investment sales programs. Permissible use of customer informatidre
3. Restrictions on a national bank’s use as fiduciary of thﬁprocedures for the use of information regarding

bank’s brokerage service or other entity with which the ban et AR :
has a conflict of interest, including purchases of the bank'@he institution's customers for any purpose in

proprietary and other products, are set out in 12 C.F.R. 9.lé_3.onne0ti0n with the retail sale of nondeposn
Similar restrictions on transactions between funds held by #1vestment products.
federal savings association as fiduciary and any person or Designation of employees to sell investment

organization with whom there exists an interest that migh P e
affect the best judgment of the association acting in its fidubrOdUCtSA descrlptlon of the respon3|bll|t|es of

ciary capacity are set out in 12 C.F.R. 550.10. those personnel authorized to sell nondeposit
investment products and of other personnel who
BHC Supervision Manual June 1999 May have contact with retail customers concern-

Page 2 ing the sales program, and a description of any



Supervision of Subsidiaries (Financial Institution Subsidiary Retail Sales of Nondeposit Investment Product®010.6

appropriate and inappropriate referral activitiesng or selling nondeposit investment products tc

and the training requirements and compensatiatail customers should occur in a manner the

arrangements for each class of personnel. ensures that the products are clearly differenti
ated from insured deposits. Conspicuous an
easy-to-comprehend disclosures concerning tt

2010.6.1.2.2 Arrangements with Third  nature of nondeposit investment products an

Parties the risk inherent in investing in these product:
are one of the most important ways of ensurin

If a depository institution directly or indirectly, that the differences between nondeposit proc

including through a subsidiary or service corpoucts and insured deposits are understood.

ration, engages in activities as described above

under which a third party sells or recommends

should, prior to entering into the arrangementDisclosure

conduct an appropriate review of the third party.

The institution should have a written agreemenbisclosures with respect to the sale or recom

with the third party that is approved by themendation of these products should, at a mini

institution’s board of directors. Compliance withmum, specify that the product is—

the agreement should be periodically monitored

by the institution’s senior management. At & not insured by the FDIC;

minimum, the written agreement should— « not a deposit or other obligation of, or guaran-

teed by, the depository institution; and

» describe the duties and responsibilities of each subject to investment risks, including possible

party, including a description of permissible loss of the principal amount invested.

activities by the third party on the institution’s

premises; terms as to the use of the institu- The written disclosures described above

tion's space, personnel, and equipment; anshould be conspicuous and presented in a cle

compensation arrangements for personnel eind concise manner. Depository institutions ma;

the institution and the third party; provide any additional disclosures that furthel

specify that the third party will comply with clarify the risks involved with particular nonde-

all applicable laws and regulations, and willposit investment products.

act consistently with the provisions of this

statement and, in particular, with the provi-

sions relating to customer disclosures; 2010.6.1.3.1.2 Timing of Disclosure
authorize the institution to monitor the third

party and periodically review and verify that The minimum disclosures should be provided t
the third party and its sales representativeghe cystomer—
are complying with its agreement with the

institution; o .+ orally during any sales presentation;
authorize the institution and the appropriat& orally when investment advice concerning
banking agency to have access to such recordsnondeposit investment products is provided;
of the third party as are necessary or appropri orally and in writing prior to or at the time an
ate to evaluate such compliance; __ investment account is opened to purchas
require the third party to indemnify the insti-  these products; and
tution for potential ||ab|||ty resulting from . in advertisements and Other promotiona
actions of the third party with regard to the materials, as described below.
investment product sales program; and
provide for written employment contracts, sat- a statement, signed by the customer, shoul
isfactory to the institution, for personnel whope optained at the time such an account i
are employees of both the institution and thgypened, acknowledging that the customer hz
third party. received and understands the disclosures. Thir
party vendors not affiliated with the depository
institution need not make the minimum disclo-
2010.6.1.3 General Guidelines sures on confirmations and account statemen
that contain the name of the depository institu

2010.6.1.3.1 Disclosures and Advertising

) ) ) BHC Supervision Manual December 1995
The banking agencies believe that recommend- Page 3
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tion as long as the name of the depository instiposters, when used only as location indicators,
tution is there only incidentally and with a valid need not contain the minimum disclosures. Any
business purpose, and as long as it is clear ahird-party advertising or promotional material
the face of the document that the broker-dealeshould clearly identify the company selling the
and not the depository institution, has sold th@ondeposit investment product and should not
nondeposit investment products. For investmersuggest that the depository institution is the
accounts established prior to the issuance afeller. If brochures, signs, or other written mate-
these guidelines, the institution should considerial contain information about both FDIC-
obtaining such a signed statement at the time @fsured deposits and nondeposit investment
the next transaction. products, these materials should clearly segre-
Confirmations and account statements fogate information about nondeposit investment
such products should contain at least the minproducts from the information about deposits.
mum disclosures if the confirmations or account
statements contain the name or the logo of the
depository institution or an affiliatelf a cus-
tomer's periodic deposit account statemen2010.6.1.3.1.4 Additional Disclosures
includes account information concerning the
customer’s nondeposit investment products, the&/here applicable, the depository institution
information concerning these products shouldhould disclose the existence of an advisory or
be clearly separate from the information conother material relationship between the insti-
cerning the deposit account and should be intraution or an affiliate of the institution and an
duced with the minimum disclosures and thénvestment company whose shares are sold by
identity of the entity conducting the nondeposithe institution and any material relationship
transaction. between the institution and an affiliate involved
in providing nondeposit investment products. In
addition, where applicable, the existence of any
2010.6.1.3.1.3 Advertisements and Other fees, penalties, or surrender charges should be
Promotional Material disclosed. These additional disclosures should
be made prior to or at the time an investment
Advertisements and other promotional and salesccount is opened to purchase these products. If
material, written or otherwise, about nondeposisales activities include any written or oral repre-
investment products sold to retail customersentations concerning insurance coverage pro-
should conspicuously include at least the minivided by any entity other than the FDIC, e.g.,
mum disclosures discussed above and must ntite Securities Investor Protection Corporation
suggest or convey any inaccurate or misleadin¢sIPC), a state insurance fund, or a private
impression about the nature of the product or itthsurance company, then clear and accurate
lack of FDIC insurance. The minimum disclo-written or oral explanations of the coverage
sures should also be emphasized in telemarketust also be provided to customers when the
ing contacts. A shorter version of the minimumrepresentations concerning insurance coverage
disclosures is permitted in advertisements. Thare made, in order to minimize possible confu-
text of an acceptable logo-format disclosuresion with FDIC insurance. Such representations

would include the following statements: should not suggest or imply that any alternative
insurance coverage is the same as or similar to

e not FDIC-insured FDIC insurance.

¢ no bank guarantee Because of the possibility of customer confu-

e may lose value sion, a nondeposit investment product must not

have a name that is identical to the name of the
The logo format should be boxed, set in bold-depository institution. Recommending or selling
face type, and displayed in a conspicuous mara nondeposit investment product with a name
ner. Radio broadcasts of 30 seconds or lessimilar to that of the depository institution
electronic signs, and signs, such as banners astlould only occur pursuant to a sales program
- designed to minimize the risk of customer
4. These disclosures should be made in addition to angonfusion. The institution should take appro-

other confirmation disclosures that are required by law of, . ;
regulation, e.g.,, 12 C.F.R. 12 and 344, and 12 C.F.Rf.:ma‘te steps to ensure that the issuer of the

208.8(k)(3). product has complied with any applicable
requirements established by the Securities and
BHC Supervision Manual December 1995 Exchange Commission regarding the use of

Page 4 similar names.
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2010.6.1.3.2 Setting and Circumstances nel with supervisory responsibilities should
receive training appropriate to that position.
Selling or recommending nondeposit investTraining should also be provided to employee:
ment products on the premises of a depositorgf the depository institution who have direct
institution may give the impression that thecontact with customers to ensure a basic unde
products are FDIC-insured or are obligations oftanding of the institution’s sales activities anc
the depository institution. To minimize cus-the policy of limiting the involvement of
tomer confusion with deposit products, sales oemployees who are not authorized to sell invest
recommendations of nondeposit investmenment products to customer referrals. Training
products on the premises of a depository institushould be updated periodically and should occu
tion should be conducted in a physical locatioron an ongoing basis.
distinct from the area where retail deposits are Depository institutions should investigate the
taken. Signs or other means should be used ¥ackgrounds of employees hired for their non:
distinguish the investment sales area from thgeposit investment products sales program:
retail deposit-taking area of the inStitUtiOﬂ.induding checking for possible disciplinary
However, in the limited situation where physicalactions by securities and other regulators if the
considerations prevent sales of nondeposit progmployees have previous investment industr
ucts from being conducted in a distinct area, thexperience.
institution has a heightened responsibility to
ensure appropriate measures are in place to
minimize customer confusion. L
In no case, however, should tellers and oth 010.6.1.3.4 Suitability and Sales
employees, while located in the routine deposit* ractices
taking area, such as the teller window, make ) S _ )
general or specific investment recommendationi@€POsitory institution personnel involved in
regarding nondeposit investment products’?e”'”g non(_jeposn investment products Mus
qualify a customer as eligible to purchase Sucﬁdhere_ to fair and r_easonable sales practices a
products, or accept orders for such product$€ Subject to effective management and compl
even if unsolicited. Tellers and other employee&nce reviews with regard to such practices. I
who are not authorized to sell nondeposit investhis regard, if depository institution personnel
ment products may refer customers to individuf€commenchondeposit investment products to
als who are specifically designated and trainefustomers, they should have reasonable groun

to assist customers interested in the purchasetﬁir believing that the specific product recom-
such products. mended is suitable for the particular custome

on the basis of information disclosed by the
customer. Personnel should make reasonab
2010.6.1.3.3 Qualifications and Training efforts to obtain information directly from the
customer regarding, at a minimum, the cus
The depository institution should ensure that it$omer’s financial and tax status, investmen
personnel who are authorized to sell nondeposgpjectives, and other information that may be
investment products or to provide investmenfiseful or reasonable in making investmen
advice with respect to such products are adgecommendations to that customer. This infor

quately trained with regard to the specific prodmation should be documented and update
ucts being sold or recommended. Trainingeriodically.

should not be limited to sales methods, but
should impart a thorough knowledge of the
roducts involved, of applicable legal restric- .
tFi)ons, and of customer-pprgtection re%uirementsz.010'6'1'3'5 Compensation

If depository institution personnel sell or recom- ) o ) )
mend securities, the training should be thd&€pository institution employees, including
substantive equivalent of that required for peri€llers, may receive a one-time nominal fee
sonnel qualified to sell securities as registereBf @ fixed dollar amount for each customer

representatives Depository institution person- réferral for nondeposit investment products

The payment of this referral fee should not
—_— .. depend on whether the referral results in e

5. Savings associations are not exempt from the deﬂnltlonﬁansaction

of “broker” and “dealer” in sections 3(a)(4) and 3(a)(5) of '
the Securities Exchange Act of 1934; therefore, all securities .
sales personnel in savings associations must be registerBdHC Supervision Manual December 1995
representatives. Page 5
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Personnel who are authorized to sell nonderequirements. The banking agencies will moni-
posit investment products may receive incentivéor compliance with the institution’s policies
compensation, such as commissions, for trangnd procedures by third parties that participate
actions entered into by customers. Howevein the sale of these products. The failure of a
incentive compensation programs must not bdepository institution to establish and observe
structured in such a way as to result in unsuitappropriate policies and procedures consistent
able recommendations or sales being made teith this statement in connection with sales
customers. activities involving nondeposit investment prod-

Depository institution compliance and auditucts will be subject to criticism and appropriate
personnel should not receive incentive compercorrective action.
sation directly related to results of the nonde-
posit investment sales program.

2010.6.2 SUPPLEMENTARY FEDERAL
. RESERVE SUPERVISORY AND
PERTAINING TO THE SALE OF

Depository institutions should develop and
implement policies and procedures to e”SUF%\\I/IESS#JSEE,\D]TNSRN(?[?SSTSSIT

that nondeposit investment product sales activi-
ties are conducted in compliance with applica=|-

ble | q lati the institution’s int he above guidelines contained in the Inter-
€ laws and regulations, the institution's in er'agency Statement on Retail Sales of Nondeposit
nal policies and procedures, and in a mann

consistent with this statement. Compliance preiﬁvestment Products apply to retail recommen-

0 . L

. : ! ' ions or sal f non it investment prod-

cedures should identify any potential confhctqi?{songesb?lis of nondeposit investment prod
e

of interest and how such conflicts should b
addressed. The compliance procedures should
also provide for a system to monitor customer,
complaints and their resolution. Where applica-
ble, compliance procedures also should call for
verification that third-party sales are being con-
ducted in a manner consistent with the govern-
ing agreement with the depository institution.
The compliance function should be conducted
independently of nondeposit investment product
sales and management activities. Compliance
personnel should determine the scope and
frequency of their own review, and findings
of compliance reviews should be periodicallyin
reported directly to the institution’s board of
directors, or to a designated committee of th
board. Appropriate procedures for the non;:
deposit investment product program shoul
also be incorporated into the institution’s auditb

employees of a banking organization,
employees of an affiliated or unaffiliated third
party occurring on the premises of the bank-
ing organization (including telephone sales,
investment recommendations by employees,
and sales or recommendations initiated by
mail from its premises), and

a referral of retail customers by the institution
to a third party when the depository institution
receives a benefit for the referral.

The following examination procedures are
tended to determine if the bank’s policies and
rocedures provide for an operating environ-
ent that is designed to ensure customer protec-
ions in all facets of the sales program. Further-
ore, examiners are expected to assess the
ank’s ability to conduct such sales activities in

program. a safe and sound manner.
These procedures apply when reviewing the
nondeposit investment product retail sales
2010.6.1.4 Supervision by Banking activities conducted by state member banks or
Agencies the state-licensed U.S. branches or agencies of

foreign banks. They also apply to such activities
The federal banking agencies will continue toconducted by a bank holding company nonbank
review a depository institution’s policies andsubsidiary on the premises of a baink.
procedures governing recommendations and
sales of nondeposit investment products, as well6. The interagency statement and the majority of these
as management’s implementation and compliexamination procedures apply to all depository institutions.

ance with such policies and all other applicabl%ﬂa”y of the procedures, however, may not apply directly to
e inspection of bank holding companies. Some procedures

. may be applicable to bank holding companies from the per-
BHC Supervision Manual December 1995 spective of inspecting a bank holding company with regard to
Page 6 its responsibility to supervise its depository institution and
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The Rules of Fair Practice of the Nationalexaminers and other interested parties may fin
Association of Securities Dealers (NASD) gov-it helpful to refer to “Retail Investment Sales—
ern sales of securities by its member brokerGuidelines for Banks,” February 1994 (industry
dealers. In addition, the federal securities lawguidelines), published collectively by six bank
prohibit materially misleading or inaccurate reptrade associations and available from the Ameri
resentations in connection with the offer or salean Bankers Association, 1120 Connecticu
of securitie3 and require that sales of registeredAvenue, N.W., Washington, D.C. 20036.
securities be accompanied by a prospectus that
complies with Securities and Exchange Com-
mission (SEC) disclosure requirements. 2010.6.2.1 Program Management

In view of the existence of these securities
rules and laws that are applicable to brokerganking organizations must adopt policies an
dealers subject to supervision by the SEC angrocedures governing nondeposit investmer
the NASD, examiners should note that theyroduct retail sales programs. Such policies an
examination procedures contained herein haugrocedures should be in place before the con
been tailored to avoid duplica’[ion of examinamencement of the retail sale of nondeposi
tion efforts by relying on the most recent examiinyestment products on bank premises.
nation results or sales practice review conducted The hoard of directors of a banking organiza:
by the NASD and provided to the third party.tion is responsible for ensuring that retail sale:
To the extent that no such NASD examinationgf nondeposit investment products comply with
or reviews have been completed within thehe interagency statement (refer to manual ses
last two years, Reserve Banks should consuifon 2010.6.1) and all applicable state and fed
with Board staff to determine an appropriateeral laws and regulations. Therefore, the boar
examination/inspection scope before proceedingr a designated committee of the board shoul
further. _ adopt written policies that address the risks an

Notwithstanding Reserve System use Ofmanagement of such sales programs. Policie
NASD reSUItS Of Sales practice reVieWS, eXaminand procedures Sh0u|d reﬂect the Size' con
ers should still complete the balance of thesglexity, and volume of the institution’s activities
examination procedures, particularly those pelgr, when applicable, address the institution’s
taining to the separation of sales of nondeposirrangements with any third parties selling sucl
investment products from the deposit-takingyroducts on bank premises. The banking organ
activities of the bank. Examiners should deterzation’s po“cies and procedures should be
mine whether the institution has adequate polireviewed periodically by the board of directors
cies and procedures to govern the conduct of ther its designated committee to ensure that the
sales activities on a bank’s premises and, igre consistent with the institution’s current
particular, whether sales of nondeposit investpractices, applicable laws, regulations, an
ment products are distinguished from theyyidelines.
deposit-taking activities of the bank through  As discussed in more detail below, an institu-
disclosure and physical means that are designg@n's policies and procedures for nondeposi
to prevent customer confusion. investment products should, at a minimum

Although the interagency statement does nQfddress disclosure and advertising, physic:
apply to sales of nondeposit investment prodseparation of investment sales from deposit
ucts to nonretail customers, such as fiducianking activities, compliance and audit, suitabil-
customers, examiners should apply these examjy, and other sales practices and related risk
nation procedures when retail customers argssociated with such activities. In addition, poli-

directed to the bank’s trust department whergjes and procedures should address the follov
they may purchase nondeposit investmenhg areas.

products simply by completing a customer
agreement.

For additional information on the subject of2510.6.2.1.1 Types of Products Sold
retail sales of nondeposit investment products,
When evaluating nondeposit investment prod
holding company nonbank subsidiaries. Depository institutiotdCts, management should consider what proc
examination procedures and bank holding company inspegicts best meet the needs of customers. Policie

tion procedures have been included in this section to keeghould outline the criteria and procedures tha
bank holding company examiners fully informed. p

7. See, for example, section 10(b) of the Securities .
Exchange Act (15 U.S.C. 78j(b)) and rule 10b-5 (17 C.F.RBHC Supervision Manual December 1995
240.10b-5) thereunder. Page 7
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will be used to select and periodically reviewucts sold on bank premises are sold by represen-
nondeposit investment products that are recontatives of third parties. Under such arrange-
mended or sold on a depository institution’'sments, the third party has access to the
premises. Institutions should periodically reviewinstitution’s customers, while the bank is able to
products offered to ensure they meet their cusnake nondeposit investment products available
tomers’ needs. to interested customers without having to com-
mit the resources and personnel necessary to
directly sell such products. Third parties include
wholly owned subsidiaries of a bank, bank-
affiliated broker-dealers (a bank holding compa-
Because of the possibility of customer confuY's section .20 nonban_k' company or discount
sion, a nondeposit investment product must n(grokerage firm), .unafhllated broker-qea!ers,
have a name that is identical to the name of 41SUrance companies, or other companies in the
bank or its affiliates. However, a bank may sell usiness of dlstrlt.)utlng. nondeposit investment
nondeposit investment product with a naméroducts Qnaretall pa5|s.

similar to the bank’s as long as the sales pro- A Panking institution should conduct a com-
gram addresses the even greater risk that ¢ rehensive review of an unaffiliated third party

tomers may regard the product as an insurege’0ré entering into any arrangement. The
deposit or other obligation of the bank. More-review should include an assessment of the third

over, the bank should review the issuer's disParty’s financial status, management experience,

closure documents for compliance with SEdeputation, and ability to fulfill its contractual
requirements, which call for a thorough explana2Pligations to the bank, including compliance

tion of the relationship between the bank andVith the interagency statement.
the mutual fund. The interagency statement calls for banks to

The Federal Reserve applies a stricter rulENter into written agreements with any affiliated
under Regulation Y (12 C.F.R. 225.125) when d@md unaffiliated third parties that sell nondeposit
bank holding company (as opposed to a bankjivestment products on a bank’s premises. Such

or nonbank subsidiary acts as an investme reements should t_>e app_roved by a b_ank’s
adviser to a mutual fund. In such a case, th oard of directors or its designated committee.

fund may not have a name that is identical to’‘9réements should outline the duties and

similar to, or a variation of the name of the bam{esponsib.ili.ti.es of eaph party, describe third-
holding company or a subsidiary bank. party activities permitted on bank premises,
address the sharing or use of confidential cus-

tomer information for investment sales activi-
2010.6.2.1.3 Permissible Use of ties, and define the terms for use of the institu-
Customer Information tion’s office space, equipment, and personnel. If
an arrangement includes dual employees, the
Banking organizations should adopt policies andgreement must provide for written employment
procedures regarding the use of confidential cugontracts that specify the duties of such employ-
tomer information for any purpose in connecees and compensation arrangements.
tion with the sale of nondeposit investment |y addition, a third-party agreement should
products. The industry guidelines permit bankgpecify that the third party will comply with all
to share with third parties Only limited CUStomerapp|icab|e laws and regu|ations and will con-
information, such as name, address, telephongct its activities in a manner consistent with
number, and types of products owned. It doeghe interagency statement. The agreement
not permit the sharing of more confidentialshould authorize the bank to monitor the third
information,.such as specific or aggregate.dollaﬂ;artyvs compliance with its agreement, and
amounts of investments, net worth, etc., withoujythorize the institution and Federal Reserve
the customer’s prior acknowledgment and writexamination staff to have access to third-party
ten consent. records considered necessary to evaluate such
compliance. These records should include
2010.6.2.1.4 Arrangements with Third examination results, sales practice reviews, and
Parties related correspondence provided to the third
party by securities regulatory authorities.
A majority of all nondeposit investment prod- Finally, an agreement should provide for indem-
nification of the bank by an unaffiliated third
BHC Supervision Manual December 1995 party for the conduct of its employees in
Page 8 connection with sales activities.

2010.6.2.1.2 Use of Identical or Similar
Names
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Notwithstanding the provisions of a third- products and insured deposits. It is critical tha
party agreement, a bank should monitor théhe minimum disclosures be presented in a clez
conduct of nondeposit investment product saleand concise manner in both oral and writter
programs to ensure that sales of nondeposibmmunications. In this regard, the minimum
investment products are distinct from other banklisclosures should be provided—
activities and are not conducted in a manner that
could confuse customers about the lack of insus- orally during any sales presentations (includ
ance coverage for such investments. ing telemarketing contacts) or when invest-

ment advice is given,

« orally and in writing before or at the time an

2010.6.2.1.5 Contingency Planning investment account to purchase these proc
ucts is opened, and

Nondeposit investment products are subject to in all advertisements and other promotiona
price fluctuations caused by changes in interest materials (discussed further, below).
rates, stock market valuations, etc. In the event
of a sudden, sharp drop in the market value of The minimum disclosures may be made on :
nondeposit investment products, banking instieustomer-account agreement or on a separa
tutions may experience a heavy volume of cusdisclosure form. The disclosures must be con
tomer inquiries, complaints, and redemptionsspicuous (highlighted through bolding, boxes
Management should develop contingency plansnd/or larger typeface). Disclosures containe
to address these situations. A major element afirectly on a customer-account agreemen
any contingency plan should be the provision oghould be located on the front of the agreemer
customer access to information pertaining t@r adjacent to the customer signature block.
their investments. Other factors to consider in Banking organizations are to obtain a writter
contingency planning include public relationsacknowledgment—on the customer-accoun
and the ability of operations staff to handleagreement or on a separate form—from a cus
increased volumes of transactions. tomer confirming that the customer has receive

and understands the minimum disclosures. Fc

nondeposit investment product accounts estal
2010.6.2.2 Disclosures and Advertising lished before the interagency statement, bank

ing organizations should obtain a disclosure
2010.6.2.2.1 Content, Form, and Timing acknowledgment from the customer at the time
of Disclosure of the customer’s next purchase transaction. |

an institution solicits customers by telephone o
Nondeposit investment product sales programsail, it should ensure that the customers receiv
should be conducted in a manner that ensuralse written disclosures and an acknowledgmer
that customers are clearly and fully informed ofto be signed and returned to the institution.
the nature and risks associated with these prod- Customer-account statements (including com
ucts. In addition, nondeposit investment prodbined statements for linked accounts) and trad
ucts must be clearly differentiated from insurectonfirmations that are provided by the bank o
deposits. The interagency statement identifiesn affiliate should contain the minimum disclo-
the following minimum disclosures that must besures if they display the name or logo of the
made to customers when providing investmertbank or its affiliate. Statements that provide
advice, making investment recommendationsaccount information about insured deposits an
or effecting nondeposit investment produchondeposit investment products should clearl
transactions: segregate the information about nondepos

investment products from the information abou
» They are not insured by the Federal Depositieposits to avoid customer confusion.

Insurance Corporation (FDIC).

» They are not deposits or other obligations of

the depository institution and are not guaran2010.6.2.2.2 Advertising

teed by the depository institution.

* They are subject to investment risks, includ-The interagency statement provides that adve
ing the possible loss of the principal investedtisements in all media forms that identify

) ] ) specific investment products must conspicu
Disclosure is the most important way of

ensuring that retail customers understand thBHC Supervision Manual December 1995
differences between nondeposit investment Page 9
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ously include the minimum disclosures andshould not suggest that other forms of insurance
must not suggest or convey any inaccurate are the substantive equivalent to FDIC deposit
misleading impressions about the nature of @surance.

nondeposit investment product. Promotional

material that contains information about both

FDIC-insured products and nondeposit invest2010.6.2.3 Setting and Circumstances
ment products should clearly segregate the

information about the two product types. Dis-2010.6.2.3.1 Physical Separation from
plays of promotional sales materials related t®eposit Activities
nondeposit investment products in a bank’s
retail areas should be grouped separately froiBelling or recommending nondeposit invest-
material related to insured bank products. ment products on the premises of a banking
Examiners should review telemarketinginstitution may give the impression that the
scripts to determine whether bank personnel afgroducts are FDIC-insured or are obligations of
making inquiries about customer investmenthe bank. To minimize customer confusion with
objectives, offering investment advice, or identi-deposit products, nondeposit investment prod-
fying particular investment products or types ofuct sales activities should be conducted in a
products. In such cases, the scripts must contalacation that is physically distinct from the areas
the minimum disclosures. Bank personnel relywhere retail deposits are taken. Bank employees
ing on the scripts must be formally authorized tdocated at teller windows may not provide
sell nondeposit investment products by theinvestment advice, make investment recommen-
employers and must have training that is theations about investment products, or accept
substantive equivalent of that required for pererders (even unsolicited orders) for nondeposit
sonnel qualified to sell securities as registerethvestment products.
representatives (see the discussion on training, Examiners must evaluate the particular cir-
below). cumstances of each bank in order to form an
opinion about whether nondeposit investment
product sales activities are sufficiently separate
2010.6.2.2.3 Additional Disclosures from deposit activities. FDIC insurance signs
and FDIC-insured deposit-related promotional
A depository institution should apprise cus-material should be removed from the investment
tomers of certain material relationships. Foproduct sales area and replaced with signs indi-
example, sales personnel should inform &ating that the area is for the sale of investment
customer orally and in writing before the saleproducts. Signs referring to specific investments
about any advisory relationship existing be-should prominently contain the minimum dis-
tween the bank (or an affiliate) and a mutuafFlosures. In the limited situation where physical
fund whose shares are being sold by the depogonstraints prevent nondeposit investment prod-
itory institution. Similarly, sales personneluct sales activities from being conducted in a
should disclose fees, penalties, or surrenddlistinct and separate area, the institution has a
charges associated with a nondeposit inveskeightened responsibility to ensure that appro-
ment product orally and in writing before or priate measures are taken to minimize customer
at the time the customer purchases the progonfusion.
uct. The SEC requires written disclosure of In the case of banks that are affiliated with a
this information in the investment product'sbank holding company’s section 20 nonbank
prospectus. company that sells retail investment products
If sales activities include any written or oral directly to bank customers, the requirement for
representations concerning insurance coveragéparation of deposit taking facilities from the
by any entity other than the FDIC (for example Section 20's securities operations is absolute
Securities Investor Protection Corporatiortnder the relevant firewall conditions imposed
(SIPC) insurance of broker-dealer accounts, @n section 20 companies by the Federal Reserve
state insurance fund, or a private insurancBoard. Accordingly, retail sales activities con-
company), then clear and accurate explanatiorf$icted by a section 20 company must be in a
of the coverage must also be provided to cusseparate office that, at a minimum, is set off
tomers at that time to minimize possible confrom deposit-taking activities by partitions and
fusion with FDIC insurance. Such disclosureds identified by signs with the name of the
section 20 company. Further, section 20 com-
BHC Supervision Manual December 1995 pany employees may not be dual employees of
Page 10 the bank.
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Business cards for designated sales personrahployment have previous investment industn
should clearly indicate that they sell nondeposiexperience, the bank should check whether th
investment products or, if applicable, areindividual has been the subject of any disci-
employed by a broker-dealer. plinary actions by securities, state, or othel

The interagency statement was intended toegulators.
generally cover sales made to retail customers Unregistered bank sales personnel shoul
in a bank’s lobby. However, some banks mayeceive training that is the substantive equiva
have an arrangement whereby retail custometent of that provided to personnel qualified to
purchase nondeposit investment products at sell securities as registered representative
location generally confined to institutional ser-Training should cover the areas of produc
vices (such as the corporate money desk). lknowledge, trading practices, regulatory re-
such cases, the banking institutions should stijuirements and restrictions, and customer
ensure that retail customers receive the miniprotection issues. In addition, training program:s
mum disclosures to minimize any possible cusshould cover the institution’s policies and proce:
tomer confusion about nondeposit investmendures regarding sales of nondeposit investmel
products and insured deposits. products and should be conducted continually t

ensure that staff are kept abreast of new proc
ucts and compliance issues.
2010.6.2.3.2 Hybrid Instruments and Bank employees whose sales activities ar
Accounts limited to mutual funds or variable annuities
should receive training equivalent to that ordi-
In cases in which a depository institution offersnarily needed to pass NASD'’s Series 6 limitec
accounts that link traditional bank deposits withrepresentative examination, which typically
nondeposit investment products, such as a castvolves approximately 30 to 60 hours of prepa:
management accoufitthe accounts should be ration, including about 20 hours of classroorn
opened at the investment sales area by traingghining. Bank employees who are authorized t¢
personnel. In light of the hybrid characteristicssell additional investment products and securi
of these products, the opportunity for custometies should receive training that is appropriate tc
confusion is amplified, so the depository institupass the NYSE's Series 7 general securitie
tion must take special care in the accountrepresentative examination, which typically
opening process to ensure that a customer isvolves 160 to 250 hours of study, including at
accurately informed that— least 40 hours of classroom training.
The training of third-party or dual employees
» funds deposited into a sweep account wills the responsibility of the third party. When
only be FDIC-insured until they are sweptentering into an agreement with a third party, ¢
into a nondeposit investment product accourbanking organization should be satisfied that th
and third party is able to train third-party and dual
 customer-account statements may disclosemployees on compliance with the minimum
balances for both insured and nondeposiisclosures and other requirements of th
product accounts. interagency statement. The bank should obtai
and review copies of third-party training and
compliance materials in order to monitor the
2010.6.2.4 Designation, Training, and third party’s performance regarding its training
Supervision of Sales Personnel and obligations.
Personnel Making Referrals

2010.6.2.4.1 Hiring and Training of Sales2010.6.2.4.2 Training of Bank Personnel
Personnel Who Make Referrals

Banking organizations hiring sales personnel foggnk employees, such as tellers and platforr
nondeposit investment product programs Shou'ﬂersonnel, who are not authorized to provide
investigate the backgrounds of prospectiveyyestment advice, make investment recommer
employees. In cases in which candidates foations, or sell nondeposit investment product
but who may refer customers to authorizec

nondeposit investment products sales personne

8. A hybrid account may incorporate deposit and broker-

age services, credit/debit card features, and automated sweBpIC Supervision Manual December 1995
arrangements. Page 11
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should receive training regarding the strict limi-2010.6.2.5 Suitability and Sales Practices

tations on their activities. In general, bank per- o

sonnel who are not authorized to sell nondepos#010.6.2.5.1 Suitability of

investment products are not permitted to disRecommendations

cuss general or specific investment products, = )

prequalify prospective customers as to financiapuitability refers to the matching of customer

status and investment history and objectivedinancial means and investment objectives with

open new accounts, or take orders on a solicited Suitable product. If customers are placed into

or unsolicited basis. Such personnel may coriinsuitable investments, the resulting loss of con-

tact customers for the purposes of— sumer confidence could have detrimental effects

on an institution’s reputation. Many first-time

« determining whether the customer wishes t§vestors may not fully understand the risks

receive investment information: associated with nondeposit investment products

« inquiring whether the customer wishes tc)and may assume that the banking institution is

discuss investments with an authorized sale@Spohs.ible for the preservation of the principal
representative; and of their investment.

« arranging apoointments to meet with autho- Banking institutions that sell nondeposit
. ging app - investment products directly to customers
rized bank sales personnel or third-part

broker-dealer reqistered sales personnel Yshould develop detailed policies and procedures
9 P " addressing the suitability of investment recom-
- . - mendations and related record-keeping require-
The minimum disclosure guidelines do Nnot,.nis Sales personnel who recommend non-
apply to referrals made by personnel not authQye it jnvestment products to customers
rized to sell nondeposit investment products i, 14 have reasonable grounds for believing
the referral does not provide investment adwcemalt the products recommended are suitable

!dentlfy specific investment products, or makefor the particular customer on the basis of infor-
investment recommendations. . X

mation provided by the customer. A reasonable
effort must be made to obtain, record, and
update information concerning the customer’s
financial profile (such as tax status, other in-

vestments, income), investment objectives,

Banking institution policies and proceduresy,g other information necessary to make

should designate, by title or name, the indi'recommendations.

viduals responsible for supervising nondeposit |, determining whether sales personnel are

investment product sales activities, as well a‘ﬁweeting their suitability responsibilities, exam-

referral activities initiated by bank employeesq s shouid review the practices for conform-
not authorized to sell these products. Personng ce with the banking institution’s policies and

assigned responsibility for management of sale rocedures. The examiner's review should
programs for these products should have super-

: : L . ncl mple of mer fil rmin
visory experience and training equivalent to tha Zug)?t:ntsaof F::Es?o;uesrtci)nfgrmai?otno ggltlgcte de
required of a general securities principal a '

required by the NASD for broker-dealers. Su_recorded, and updated (for subsequent pur-
hases), and whether investment recom-

pervisory personnel should be responsible fof 4 ] SIME
the institution’s compliance with policies andMéndations appear unsuitable in light of such
procedures on nondeposit investment productg?format'on- o

applicable laws and regulations, and the inter- NOndeposit investment product sales pro-
agency statement. When sales of these produdgms conducted by third-party broker-dealers
are conducted by a third party, supervisory perd'® subject to NASD's suitability and other

sonnel should be responsible for monitoring@l€s practice rules. To avoid duplicating
compliance with the agreement between th&/ASD examination efforts, examiners shopld
bank and the third party, as well as compliancéely on NASD’s most recent sales-practice
with the interagency statement, particularly théeview of the third party, when available. To

guideline calling for nondeposit investmentthe extent that no such NASD review has

product sales to be separate and distinct froleen completed within the last two years,

2010.6.2.4.3 Supervision of Personnel

the deposit activities of the bank. Reserve Banks should consult with Board staff
to determine an appropriate examination scope
BHC Supervision Manual December 1995 for suitability compliance before proceeding

Page 12 further.
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2010.6.2.5.2 Sales Practices a proprietary mutual fund) may be inappropriate

if it results in unsuitable recommendations to
The banking organization should have policiegustomers. A compensation program that i
and procedures that address undesirable praotended to provide remuneration for a group of
tices by sales personnel intended to generatmnk employees (such as a branch or depatr
additional commission income through thement) is permissible as long as the program i
churning or switching of accounts from onebased on the overall performance of the grou
product to another. in meeting bank objectives regarding a broac

variety of bank services and products, and is nc

based principally on the volume of sales or
2010.6.2.5.3 Customer Complaints nondeposit investment products.

Individual bank employees, such as tellers

The banking organization should have policiesnay receive a one-time nominal fee of a fixec
and procedures for handling customer comdollar amount for referring customers to autho-
plaints related to nondeposit investment prodrized sales personnel to discuss nondepos
ucts. The process should provide for the recordavestment products. However, the payment o
ing and tracking of all complaints and requirethe fee should not depend on whether the refel
periodic reviews of complaints by complianceral results in a transaction. Nonmonetary com
personnel. The merits and circumstances of eagiensation to bank employees for referrals shoul
complaint (including all documentation relatingbe similarly structured.
to the transaction) should be considered when Auditors and compliance personnel shoulc
determining the proper form of resolution.not participate in incentive compensation pro-
Reasonable timeframes should be establishegsams directly related to the results of non-
for addressing complaints. deposit investment product sales programs.

2010.6.2.6 Compensation 2010.6.2.7 Compliance

Incentive compensation programs specificallynstitutions must develop and maintain written
related to the sale of nondeposit investmeniolicies and procedures that effectively monitos
products may include sales commissions, limand assess compliance with the interagenc
ited fees for referring prospective customers t@tatement and other applicable laws and regulz
an authorized sales representative, and nonmofions and ensure appropriate follow-up to cor-
etary compensation (prizes, awards, and giftsyect identified deficiencies. Compliance pro-
Compensation that is paid by unaffiliated thirdgrams should be independent of sales activitie
parties (such as mutual fund distributors) tqyith respect to scheduling, compensation, an
banking organization staff must be approved imerformance evaluations. Compliance personn
writing by bank management; be consistent witlshould periodically report compliance findings
the bank’s written internal code of conduct relat'[o the institution’s board of directors or a desig_
ing to the acceptance of remuneration from thirghagted committee of the board as part of the
pal’ties; and be consistent with the prOSCfiptionﬁoard’s Ongoing Oversight of nondeposit invest
of the Bank Bribery Act (18 U.S.C. 215) and thement product activities. Compliance personne
banking agencies’ implementing guidelines tahould have appropriate training and experienc
that act (see SR-87-36, dated October 30, 198@th nondeposit investment product sales pro
or 52 Federal Register39,277, October 21, grams, applicable laws and regulations, and th
1987). Compensation policies should establisfhteragency statement.
appropriate limits on the extent of compensation Banking organizations should institute com-
that may be paid to banking organization stafpliance programs for nondeposit investmen
by unaffiliated third parties. products that are similar to those of securitie
Incentive compensation programs must nogroker-dealers. This includes a review of new
be structured in such a way as to result imccounts and a periodic review of transaction
unsuitable investment recommendations or salg§ existing accounts to identify any potential
to customers. In addition, if sales personnel selipusive practices such as unsuitable recomme
both deposit and nondeposit products, similagations or churning or switching practices.
financial incentives should be in place for salegompliance personnel should also oversee tt
of both types of products. A compensation pro-
gram that offers significantly higher remuneraBHC Supervision Manual December 1995
tion for selling a specific product (for example, Page 13
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prompt resolution of customer complaints andember 12, 1995, joint interpretations regarding
review complaint logs for questionable saleshe February 1994 Interagency Statement on
practices. Compliance personnel should usRBetail Sales of Nondeposit Investment Products
MIS reports on early redemptions and saleby banking and thrift organizations, previously
patterns for specific sales representatives artiscussed. The agencies also authorized the use
products to identify any potentially abusiveof alternative abbreviated minimum disclosures
practices. In addition, referral activities of bankfor advertisements. The alternative minimum
personnel should be reviewed to ensure thatisclosures need not be made at all in certain
they are conducted in a manner that conforms ttypes of advertisements. The use of abbreviated
the guidelines in the interagency statement.  disclosures offers an optional alternative to the

When nondeposit investment products aréonger disclosures prescribed by the interagency
sold by third parties on bank premises, thestatement.
bank’s compliance program should provide for
oversight of the third party’s compliance with
its agreement with the bank, including conform2010.6.2.9.1 Disclosure Matters
ance to the disclosure and separate facilities
guidelines of the interagency statement. Th&he agencies agreed that there are limited situa-
results of such oversight should be reported ttons in which the disclosure guidelines need
the board of directors or to a designated commitaot apply or where a shorter logo format may be
tee of the board. Management should promptlysed in lieu of the longer written disclosures
obtain the third party’s commitment to correctcalled for by the interagency statement.
identified problems. Proper follow-up by the The interagency statement disclosures do not
bank’s compliance personnel should verify theneed to be provided in the following situations:
third party’s corrective actions.

+ radio broadcasts of 30 seconds or less
* electronic signs
2010.6.2.8 Audit * signs, such as banners and posters, when used
only as location indicators

Audit personnel should be responsible for
assessing the effectiveness of the depository Additionally, third-party vendors not affili-
institution’s compliance function and overallated with the depository institution need not
management of the nondeposit investment prodnake the interagency statement disclosures on
uct sales program. The scope and frequency #ondeposit investment product confirmations
audit's review of nondeposit investment producgind in account statements that may incidentally,
activities will depend on the complexity andwith a valid business purpose, contain the name
sales volume of a sales program, and wheth@f the depository institution.
there are any indications of potential or actual The banking agencies have been asked
problems. Audits should cover all of the issuegvhether shorter, logo-format disclosures may be
discussed in the interagency statement. Internebed in visual media, such as television broad-
audit staff should be familiar with nondepositcasts, ATM screens, billboards, signs, and post-
investment products and receive ongoing trainers, and in written advertisements and promo-
ing. Audit personnel should report their findingstional materials, such as brochures. The text of
to the board of directors or a designated commi@n acceptable logo-format disclosure would
tee of the board, and proper follow-up should bénclude the following statements:
performed. Audit activities with respect to third
parties should include a review of their compli-> not FDIC-insured
ance function and the effectiveness of the bank’s no bank guarantee
oversight of the third party’s activities. * may lose value

The logo-format disclosures would be boxed,

2010.6.2.9 Joint Interpretations of the ~ Set in boldface type, and displayed in a con-
Interagency Statement spicuous manner. The full disclosures prescribed

In response to a banking association’s inquiry,
the banking supervisory agencies issued on Sep-g. “Electronic signs” may include billboard-type signs

. that are electronic, time and temperature signs, and ticker-tape
BHC Supervision Manual December 1995 signs. Electronic signs would not include media such as

Page 14 television, on-line services, or ATMs.
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by the interagency statement should continue tadministered by an affiliated trust company or
be provided in written acknowledgment formsthe depository institution’s premises would be
that are signed by customers. An example of atreated the same way as the fiduciary accoun
acceptable logo disclosure is— of the institution.

With respect to custodian accounts main
tained by a depository institution, the inter-
agency statement does not apply to traditione

NOT May lose custodial activities, for example, collecting
interest and dividend payments for securitie:
value held in the accounts or handling the delivery ol
FDIC' collection of securities or funds in connection
S No bank with a transaction.
IN URED guarantee Affiliated Stand-Alone Broker-Dealerdhe

statement applies specifically to sales of non
deposit investment products on the premises ¢
a depository institution, for example, whenevel

2010.6.2.9.2 Joint Interpretations on sales occur in the lobby area. The statement al
Retail Sales of Nondeposit Investment  applies to sales activities of an affiliated stand
Products alone broker-dealer resulting from a referral of

retail customers by the depository institution to

The banking agencies’ joint statement alsdhe broker-dealer.
addressed the following:

Sales from Lobby Area Presumed Retall
Retail sales include (but are not limited to) sales
to individuals by depository institution person-2010.6.3 INSPECTION/EXAMINATION
nel or third-party personnel conducted in ofOBJECTIVES
adjacent to a depository institution’s lobby area.

Sales activities occurring in another location of 1. To determine that the banking organiza:
a depository institution may also be retail salesion has taken appropriate measures to ensu
activities covered by the interagency statemenhat retail customers clearly understand the dif
depending on the facts and circumstances.  ferences between insured deposits and nol

Government or Municipal Securities Dealersdeposit investment products and receive th
or Desks Sales of government and muni-minimum disclosures both orally during sales
cipal securities made in a depository institupresentations (including telemarketing) and ir
tion's dealer department that is located awayvriting.
from the lobby area are not subject to the 2. To assess the adequacy of the institution’
interagency statement. Such departments apmlicies and procedures, sales practices, ar
already regulated by the banking agencies amuversight by management and the board o
are subject to the statutory requirements fodirectors to ensure an operating environmer
registration of government and municipal secuthat fosters customer protection in all facets o
rities brokers and dealers. Further, such broketbe sales program.
and dealers are subject to sales practice and3, To ensure that the sales program is con
other regulations of the Department of the Treaducted in a safe and sound manner that is i
sury, the Securities and Exchange Commissiogompliance with the interagency statement, Fec
and of designated securities self-regulatorgral Reserve guidelines, regulations, and appl
organizations. cable laws.

Fiduciary Accounts, Affiliated Trust Compa- 4. To assess the effectiveness of the institu
nies, and Custodian AccountShe interagency tion’s compliance and audit programs for non-
statement generally does not apply to fiduciargeposit investment product operations.
accounts administered by a depository institu- 5. To obtain commitments for corrective
tion. HOWeV(_:.‘I', for fi.dUCiary accounts where th%ction when policies, procedures, practices, C
customer directs investments, such as selfnanagement oversight is deficient or the institu
directed individual retirement accounts, the distion has failed to comply with the interagency

closures prescribed by the interagency statemesgfatement or applicable laws and regulations.
should be provided. Nevertheless, disclosures

need not be made to customers acting as profesrc Supervision Manual December 1995
sional money managers. Fiduciary accounts Page 15
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2010.6.4 INSPECTION/EXAMINATION 3. Describe the membership and responsi-
PROCEDURES bilities of management or board committees for
nondeposit investment product retail sales pro-
2010.6.4.1 Scope of the Procedures grams. Review the minutes maintained by these
committees for information related to the con-
These procedures are based on the guidelinggct of retail nondeposit investment product
outlined in the interagency statement. Théales programs.
interagency statement applies to all banking 4. Review and evaluate the institution’s
organizations, including state member bankgolicies and procedures, objectives, and budget
and the U.S. branches and agencies of foreigi@r nondeposit investment products activities. In
banks supervised by the Federal Reserve. so doing, consider the following:
These examination procedures are intendedto a. who prepared the material
be used when examining a state member bank b. how it fits into the institution’s overall
(or a state-licensed U.S. branch or agency of strategic objectives
foreign bank) that engages directly in the retail  ¢. whether the goals and objectives are
sale of nondeposit investment products. realistic
This set of examination procedures is also (. whether actual results are routinely
meant to be used in conjunction with othelcompared to plans and budgets

procedures in this manual when examining & g petermine how policies and procedures

nonbank subsidiary that sells nondeposit inves, nondeposit investment products activities are
ment products on bank premises. See the followe,ejoped and at what level in the institution

ing sections for related examination procedurest'hey are formally approved. Review the policies
. ) ... . and procedures to see that they are consistent
* Section 2185.0: Nonbank  Subsidiariesyjth the interagency statement and that they
Engaged in Underwriting and Dealing— 5qgress the following matters:

Section 20 Subsidiaries . .
Section 3130.1: Section 4(c)(8) of the BHC E' d'hSdQSL:re and a;_dve;tlsmgd it-taki
Act—Investment or Financial Advisers - physical separation from deposit-taking

Section 3230.0: Section 4(c)(8) of the BHCACUVIUeS . .
Act—Securities Brokerage c. compliance programs and internal audit
Section 3600.27: Providing Administrative d. hiring, training, supervision, and com-
and Certain Other Services to Mutual Funds Pensation practices for sales staff and personnel
making referrals
e. types of products offered, selection
Program Management and Organization crteria
f. restrictions on mutual-fund use of names
1. Evaluate the institution’s structure andsimilar or identical to that of the bank holding
reporting lines (legal and functional) for company or its subsidiary banks
its retail nondeposit investment products g. suitability and sales practices
operations. Determine whether retail sales of h. use of customer information
nondeposit investment products are being made . transactions with affiliated parties
o_IlrectIy by employees_of the depos!t_ory institu- j. role of third parties, if applicable
tlontorléhrotggrlhan aﬁ”"c.lte? or unaffll!zé}eti th'trk? 6. Determine how management oversees
%ﬂnﬁgeﬁwnelrfxof ?hgnnnocrlwgzps)or;ts?n?/r:assltmeerﬁrproe ompliance with these policies and procedures.
ucts sales program. Review their background%prgénlfi\;f;vestg?op;?gt?e stﬁlaetcittlocr;r?;gedrgvfd-s-
qualifications, and tenure with the institution. tomer needs and investment objectives.

2. Determine the role of the board of direc- L . S
8. Determine if the depository institution is

tors of each legal entity involved in the sale of d by blanket bond i licabl
nondeposit investment products in authorizin{oVere y blanket bond insurance applicable

and controlling nondeposit investment productd® Nondeposit investment product retail sales
activities on bank premises. Evaluate th&cuvities. o .

adequacy of MIS reports relied upon by the Q._If the institution sells proprietary nonde-
board (or a designated committee) and senidoSit investment products and performs related

management to manage these activities. back-office operations, review— o
a. the work flow and position responsibili-
BHC Supervision Manual December 1995 ties within the sales and operations function
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b. available flow charts, job descriptions,opened accounts before the interagency stat
and policies and procedures. ment was issued receive the written minimury
After discussions with management,disclosures and acknowledge receipt at the tim
conduct a walk-through, tracing the path of aof their next transaction. Review a sample of
typical transaction. Evaluate the effectivenessustomer accounts to determine whether cus
and efficiency of the work flow and the overalltomers received the minimum oral and written
operation. disclosures.

10. Determine whether the institution has 15. In those cases in which sales confirma
established any contingency plans for handlingions or account statements provided by the
adverse events affecting nondeposit investmebank or an affiliate bear the name or logo of the
product programs, such as a sudden markéank or an affiliate, determine whether the mini-

downturn or period of heavy redemptions. mum disclosures are conspicuously displaye
11. Review the institution’s earnings andon the front of the documents.
evaluate the— 16. Review advertisements and promotiona

a. profitability of nondeposit investment material that identify specific nondeposit invest-
products activities, including any investmentment products to determine whether they con
advisory fees it may receive, and spicuously display the minimum disclosures ol

b. income and expense from the saleshe abbreviated logo-format disclosures. Any
investment advisory, and proprietary fund manmaterials that contain information about insurec
agement activities related to nondeposit invesdeposits and nondeposit investment product
ment products, as a percentage of non-intereshould clearly segregate the information abot

income and expense. investment products from the information abou
deposits.

17. Review telemarketing material used tc

Disclosures and Advertising solicit new business. To the extent that

employees identify specific products, seek cus
The interagency statement identifies certaitomer investment objectives, make investmen
minimum disclosures that must be made to cusecommendations, or give investment advice
tomers. The disclosures must state that nometermine whether—

deposit investment products— a. the minimum disclosures are includec
in the script;
* are not insured by the FDIC; b. bank employees engaged in telemarket

+ are not deposits or other obligations of theéng activities are authorized by the bank to
institution and are not guaranteed by the instirecommend or sell nondeposit investment proc

tution; and ucts, and whether their training is the substan
* are subject to investment risks, including theive equivalent of that required for securities-
possible loss of the principal invested. registered representatives; and

c. the material contains any statements the

12. Determine whether the minimum disclo-may be misleading or confusing to customer:
sures are being provided orally to customergegarding the uninsured nature of nondepos
during sales presentations (including telemarketinvestment products.
ing contacts) or when giving investment advice 18. In those cases in which nondeposi
on specific investment products. investment products are sold by employees ¢

13. Determine if the customer-accountan affiliated broker-dealer, determine if any writ-
agreement (or a separate disclosure form) preen or oral representations concerning insuranc
sents the minimum disclosures in a cleatoverage provided by SIPC, a state insuranc
and conspicuous manner. The disclosures shoulgnd, or a private insurance company are clea
be prominent (highlighted through bolding,and accurate and do not suggest that they are t
boxes, and/or larger typeface) and should begubstantive equivalent to FDIC insurance avail
located on the front of the customer-accoungble for certain deposit products.
agreement or adjacent to the customer signature19. |n cases in which the bank or its bank
block. holding company (or affiliate) acts as an invest

14. Determine whether customers sign afment adviser to or has some other materiz
acknowledgment that they have received angblationship with a mutual fund whose shares
understand the minimum disclosures. Theyre sold by the bank, determine whether—
acknowledgment can be on the customer-
account agreement or it can be on a separagC Supervision Manual December 1995
disclosure form. Determine if customers who Page 17
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a. oral and written disclosure of the rela-cies noted in the examination results or other
tionship is made before the purchase of thenaterial.

shares; 23. Where any retail sales facilities of the
b. bank-advised mutual funds do not havénstitution are leased to an affiliated third party
names identical to the bank’s; that sells nondeposit investment products—

c. bank-advised mutual funds with names  a. assess whether the lease was negotiated
similar to the bank’s are sold pursuant to a sale@n an arm's-length basis and on terms compa-
program designed to minimize the risk of cusfable to similar lease agreements in the local
tomer confusion; and market and _ S

d. bank holding company-advised mutual ~ D- review any intercompany relationships
funds do not have names identical to, similar tofor compliance with sections 23A and 23B of
or a variation of the name of the holding com-the Federal Reserve Act.
pany or its subsidiary bank.

20. Determine whether disclosure of any . .
sales charges, fees, penalties, or surrend®€ttings and Circumstances
charges relating to nondeposit investment prod-

ucts is made orally and in writing before the 24 Determine whether the sale of non-
purchase of these products. deposit investment products is conducted in a

physical location distinct from deposit-taking
activities of the bank. In so doing—
a. verify that nondeposit investment prod-
ucts are not sold from teller windows;
21. In those cases in which sales of non- b. determine if signs or other means are
’ used to distinguish the nondeposit investment

deposit investment products are conducted b : ; X
; : roducts sales area from the retail deposit-taking
employees or representatives of a third part irea of the institution:

review all contractual agreements between thé c. determine whether space limitations

?haer;/kc?)?/grtthhee tfglﬁgv\ﬁﬁgy to determine Whemef)reclude having a separate investment products

. — sales area; if so, note how the institution clearly
a. d‘%"es and respor\5|bllltle§ of each partydistinguishes nondeposit investment products
b. third-party compliance with all applica- trom insured bank products or obligations; and
ble laws and regulations and the interagency 4 determine if retail sales of nondeposit
statement o investment products are being conducted by a
c. authprlzatlon .for the institution to over- section 20 company; if so, determine that such
see and verify compliance by the third party  sales are conducted through a separate office (a
d. provision for access to relevant recordsocation physically separate from the deposit-
to the appropriate bank supervisory authorities taking area of the bank that, at a minimum, is set
e. written employment contracts for dualoff by partitions and identified by signs with
employees the name of the section 20 company) and that
f. indemnification of the institution by the no section 20 company employee is a dual
third party for the conduct of its employees inemployee of the bank.
connection with nondeposit investment product
sales activities
g. policies regarding the use of confiden-Qualifications and Training
tial customer information for any purpose in
connection with sales of nondeposit investment 25. Determine whether employees of a
products. depository institution are providing investment
22. Obtain and review the most recent NASCRAvice, making investment recommendations,
examination results for the third party from theor selling nondeposit investment products
bank or the third-party broker-dealer. Alsodirectly to retail customers. If so, determine
obtain and review examination-related correwhether—
spondence and any disciplinary matters between ~@. the depository institution has performed
the broker-dealer and the NASD or SECbackground checks and _ o
Review the institution’s progress in addressing ~ b- sales personnel have received training
any investment recommendations or deficienthat is the substantive equivalent to that pro-
vided to a securities-registered representative.
BHC Supervision Manual December 1995  26. Review the training program provided to
Page 18 employees of the depository institution who are
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authorized to provide investment advice, maksales personnel obtain, record, and update tt
investment recommendations, or sell nondepodibllowing information:
investment products. Assess whether the pro- a. age

gram addresses the following subject matters: b. tax status
a. general overview of U.S. financial c.* current investments and overall finan-
markets cial profile, including an estimate of net worth
b. detailed information concerning specific d.* investment objectives
product lines being offered for sale e.* other personal information deemed
c. generally accepted trading practices fonecessary to offer reasonable investment advic
the products available for sale 31. Review a representative sample of cus

d. general overview of federal securitiestomer accounts that were opened at several di
laws and regulations (antifraud and disclosure)ferent branch locations. Assess whether cus
e. banking regulations and guidelinesomer suitability information is obtained and
applicable to sales activities (such as anti-tyingvhether investments appear unsuitable in ligh
prohibitions, the interagency statement, supenf such information.
visory letters on sales of specific investment 32. Review customer complaints involving

products, etc.) suitability of investment recommendations.
f. policies and procedures specific to theDetermine whether the bank’s original recom-
institution mendations appear unsuitable in the context ¢

g. appropriate sales practices, includinghe information available at the time of sale.
suitability of investment recommendations andNote how suitability complaints are resolved.
disclosure obligations

h. appropriate use of customer lists and
confidential customer information Compensation

27. Determine whether the institution has any
continuing education program or periodic semi- 33. If employees of the depository institution
nars on new products or compliance. provide investment advice, make investmen
28. Determine whether supervisors of bankecommendations, or sell nondeposit investmel
sales personnel receive special training pertaiproducts, determine whether—
ing to their supervisory responsibilities that is a. any incentive compensation plan avail-
the substantive equivalent of training requiredable to nondeposit investment product sale
for supervisors (General Securities Principalspersonnel strongly favors proprietary or othel
of registered representatives. specific products; if so, determine how the insti-
29. Review the training of bank employeesution ensures that customers are not placed in
who are not authorized to sell nondeposit investinsuitable investments, and
ment products but who make referrals, such as b. compliance and audit personnel are
tellers, customer service representatives, arekcluded from incentive compensation pro-
others. In so doing, determine whether suchhrams directly related to the results of non-
employees have been provided training irdeposit investment product sales.
appropriate referral practices, including the 34. Determine whether fees paid to bank
limits on their activities. employees for referrals to depository institution
sales personnel or third-party sales staff ar
based on a one-time, nominal fee of a fixec
Suitability and Sales Practices dollar amount and are not dependent on
successful sale.
The following procedures on suitability and 35. Determine if the bank’s compensation
sales practices are applicable when conductingplicies address remuneration of bank employ
an examination of a depository institution whoseees by third parties and if these policies are
employees offer investment advice, makeéncorporated into the bank’s code of conduct. Ir
investment recommendations, or sell nondeposso doing, determine whether the bank’s policie:
investment products. Examinations involvingwere approved by the board of directors and ar
registered broker-dealers should rely on theonsistent with the proscriptions of the Bank
NASD's review of sales practices or its exami-
nation to assess the organization’s compliance*Ni
. . .. . ot necessary when money market mutual funds are
with suitability requirements. being recommended.
30. Determine whether depository institution
personnel recommend nondeposit investmemHC Supervision Manual December 1995
products to customers. If so, determine whether Page 19
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Bribery Act and the interagency guidelines 40. Review progress in addressing identified
adopted thereunder. compliance problems.
41. Evaluate the experience, training, and
qualifications of compliance personnel.
Compliance and Audit 42. Review the scope of audits and deter-
mine if the following areas were adequately
36. Review and assess the depository instittaddressed:
tion's compliance program for nondeposit a. disclosure and advertising
investment product sales activities. In so doing, b. physical separation of nondeposit

consider the following: investment product sales activities

a. frequency and scope c. compliance

b. workpapers d. sales practices and suitability

c. degree of independence from the sales e. product selection and development
program f. use of confidential customer information

d. follow-up on material findings by bank and third-party sales personnel

e. centralization of findings from all com- g. third-party compliance with its agree-
pliance areas ment with the institution

f. role of the board of directors in review- h. personnel training and background
ing findings checks

37. Review the criteria used to evaluate bank i. operations (clearing, cash receipts and

sales personnel for compliance with thedisbursements, accounting, redemptions, etc.),
institution’s policies and procedures, specifiif applicable
cally those policies relating to disclosure and 43. Obtain all internal and external audit
suitability. reports regarding the institution’s nondeposit
38. Determine whether compliance personinvestment product activities performed over the
nel approve or review new accounts, periodipast year (including management’s responses).
cally review transactions in accounts, andReview for exceptions, recommendations, and
review sales and referral activities of bankfollow-up actions. Ascertain if significant excep-
personnel. tions were presented to the institution’s audit
39. Review the customer-complaint pro-committee or board of directors for their review.
cess and the associated complaint log to deter-44. For external audits, obtain a copy of the
mine if complaints are addressed on a timelyngagement letter and comment on the
basis. adequacy of the firm’s audit review.

BHC Supervision Manual December 1995
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Supervision of Subsidiaries (Interagency Statement on the
Allowance for Loan and Lease Losses) Section 2011

The Federal Reserve Board and the other feadf the ALLL for bank holding company bank
eral regulators of banks and savings associatiomsd thrift subsidiaries. See SR-93-70 (Decem
issued a joint policy statement that provideder 22, 1993).
comprehensive guidance on the maintenance of The policy statement reiterates existing pol-
an adequate allowance for loan and lease lossiy that Federal Reserve state member ban
(ALLL) and an effective loan-review system.examiners will generally accept bank manage
The statement, effective December 23, 1993, iment’s estimates in their assessment of the ad
designed to further promote consistency imuacy of the ALLL when management has
supervisory policies among banks and thrifts. (1) maintained effective systems and control:
This policy statement applies to all deposifor identifying, monitoring, and addressing
tory institutions insured by the Federal Depositisset-quality problems in a timely manner;
Insurance Corporation (FDIC) except for FDIC-(2) analyzed all significant factors that affect the
insured branches and agencies of foreign banksollectibility of the portfolio in a reasonable
The statement also does not apply to nonfedemanner; and (3) established an acceptabl
ally insured branches and agencies of foreigALLL evaluation process that meets the objec:
banks. FDIC-insured and nonfederally insuredives for an adequate ALLE.
branches and agencies of foreign banks continue The Financial Accounting Standards Boarc
to be subject to separate guidance issued t(;cASB) Statement No. 114, “Accounting by
their primary supervisory agencythe policy Creditors for Impairment of a Loan” (FAS 114),
statement does not apply directly to bank holdas amended by FASB Statement No. 118
ing companies. However, the board of directors/.\ccouming by Creditors for Impairment of a
and management of bank holding companieoan—Income Recognition and Disclosures”
should consider the statement as they supervi§gAS 118), sets forth standards for estimating
and administer policies and procedures pertainthe impairment of a loan for general financial-
ing to the financial institution subsidiaries ofthereporting purposes. According to FAS 114, &
bank holding company. Bank holding companyoan isimpaired when, based on current infor-
examiners should consider the guidance of theation and events, it is probable that a credito
policy statement when evaluating a bank holdwill be unable to collect all amounts due (princi-
ing company’s supervisory policies as they perpal and interest) according to the contractua
tain to its financial institution subsidiaries. terms of the loan agreement. FAS 118 elimi
The policy statement discusses the nature anthted the former income-recognition provisions
purpose of the ALLL; defines an adequaterf FAS 114.
ALLL; and covers the responsibilities of the EAS 114 and EAS 118 became effective for
board of directors, the institution’s manage<iscal years beginning after December 15, 1992
ment, and the examiner. The policy statemenith earlier application permitted. FAS 114
emphasizes that it is the responsibility of thgequires that an allowance be established bas:
board of directors and management of eachn the present value of expected future cas
institution to maintain the ALLL at an ade- fiows of the loan discounted at the loan’s effec-
quate level. The policy statement also discussefe interest rate (that is, the contract rate, a
the analysis of the loan and lease portfoliogdjusted for any net deferred loan fees or cost:
factors to consider_ in_ estimating cred_it Iossespremiums, or discounts) or, as a practical expe
and the characteristics of an effective loangient, at the loan’s observable market price or &
review system. ) ~ the fair value of the collateral if the loan is
In addition, the statement includes a sectiogo|lateral dependent. Since allowances unde

on gxamingr responsibilities.consisting of quanEAS 114 apply only to a subset of loans (those
titative guidance the examiner should use to

identify those institutions whose ALLL levels

and related ALLL evaluation processes should ;. sr-99-13 reemphasizes the need for balanced, yet co
be subject to closer review by examinersservative, reserving practices. Banking organizations ma
Although this examination guidance does nofeserve conservatively at the higher end of the range o

; B ; ; _estimated losses when those levels are management’s b
pertain directly to the inspection of bank hold estimate. They may also reflect a margin for imprecision

ing companies, it keeps the holding companyjnaiiocated reserves are acceptable when they are determin
management and Federal Reserve System bainkccordance with GAAP.

holding company examiners apprised of the
methods used by federal financial institutiorBHC Supervision Manual December 1999
examiners to assess and evaluate the adequacy Page 1
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that are subject to the standard and that ar2010.7.1 INTERAGENCY POLICY
deemed to be impaired), FAS 114 does ncsSTATEMENT ON THE ALLOWANCE
address the adequacy of a creditor's overaFOR LOAN AND LEASE LOSSES

ALLL or how the creditor should assess the(ALLL)

adequacy of its ALLL. In addition to the allow-

ance for credit losses calculated under FAS 114 ature and Purpose of the ALLL

a creditor should continue to recognize an

ALLL necessary to comply with FASB State- Federally insured depository institutions (“insti-
ment No. 5, “Accounting for Contingen- tutions”) must maintain an ALLL at a level that
cies” (FAS 5). Furthermore, the guidance inis adequate to absorb estimated credit losses
FAS 114 applies only to a subset of the loan andssociated with the loan and lease portfolio,
lease portfolio as the term is used in this policyincluding all binding commitments to lerfdTo
statement. the extent not provided for in a separate liability

FAS 114, as amended by FAS 118, has beeasccount, the ALLL should also be sufficient to
adopted by the Federal Financial Institutionsbsorb estimated credit losses associated with
Examination Council (FFIEC) for purposes ofoff-balance-sheet credit instruments such as
reporting by banks in call reports, subject to thestandby letters of credit.
additional regulatory reporting guidelines dis- For purposes of this policy statement, the
cussed below. Furthermore, the FFIEC conterm “estimated credit losses” means an esti-
cluded that FAS 114 sets forth methods fomate of the current amount of the loan and lease
establishing only a portion of an institution’s portfolio (net of unearned income) that is not
ALLL. Accordingly, while banks must use the likely to be collected; that is, net charge-offs
methods set forth in FAS 114 to determine thehat are likely to be realized for a loan or pool of
portion of the ALLL attributable to impaired loans given facts and circumstances as of the
loans as defined by the statement for purposevaluation date. These estimated credit losses
of reporting in call reports, no separate reportinghould meet the criteria for accrual of a loss
of the portion established under FAS 114 hasontingency (i.e., a provision to the ALLL) set
been required in these reports. The overafbrth in generally accepted accounting prin-
ALLL should continue to be reported on exist-ciples (GAAP). When available information
ing call report line items. The text of the inter-confirms specific loans and leases, or portions
agency policy statement follovisSee also sec- thereof, to be uncollectible, these amounts
tions 2065.1 and 2065.2. should be promptly charged off against the

ALLL.

2. In 1999, the FASB considered the interaction between . Es“mates of Cred.lt. losses should reflect con-
the two primary accounting standards on the ALLL, FASBS'derat]O.r? of all S|gn|f|cam factors that aﬁeCt. the
Statements No. 5 and 114. An allowance calculated undezollectibility of the portfolio as of the evaluation
FAS 5 may be required for loans that are not individuallydate. For indi\/idua”y ana|yzed loans, these esti-
identified as being impaired under FAS 114. Reserve calculgyates should reflect consideration of the facts
tions for specific impaired loans under FAS 114 should incor- .
porate an evaluation of environmental factors (such as induéﬂd circumstances that affec_t the repayment of
try, geographic, economic, and political factors). ReserveSUCh loans as of the evaluation date. For pools
calculated under FAS 5 should not be required for loans thapf |oans, estimated credit losses should reflect

are determined to be impaired under FAS 114. See SR-99-1 ; ; et F AR f .
SR-99-22 reaffirms the principles in SR-99-13. It indicateséonSIdBratlon of the institution’s historical net

that the SEC does not have a policy of seeking reductions igharge-off rate on POO|S of S|m|I§1_r loans,
financial institutions’ loan-loss allowance levels and that itadjusted for changes in trends, conditions, and
will consult with the banking agencies as it considers whethepther relevant factorghat affect repayment of
to take a significant action regarding an institution’s ALLL the loans in these pOOlS as of the evaluation
accounting practices.

3. This policy statement applies to all depository institu-

tions insured by the Federal Deposit Insurance Corporation 4. In the case of binding commitments to lend and off-

(FDIC) except for FDIC-insured branches and agencies 0'1; .
. alance-sheet credit instruments, such losses represent the
foreign banks. The statement also does not apply to nonfeder-

ally insured branches and agencies of foreign banks. Fchqmount of loans and leases that will likely not be collected

N . X iven facts and circumstances as of the evaluation date) and,
insured and nonfederally insured branches and agencies
e

foreign banks continue to be subject to any separate guidan HS, Wr':l ble chargdecli off. For leIrpots)_ezsdpf this polllcy state-
that has been issued by their primary supervisory agency. mient, the loan and lease portfolio, binding commitments to
For savinas associafions. the ALLL is included in * enérallend’ and off-balance-sheet credit commitments are referred to
; 9 " ! gen as “loans,” “loans and leases,” the “loan and lease port-
valuation allowances” (GVAs). GVAs may also be required

folio,” or the “portfolio.”
on assets other than loans and leases. 5. Recourse liability accounts (that arise from recourse

. obligations for any transfers of loans that are reported as sales
BHC Supervision Manual December 1999 for regulatory reporting purposes) should be reported as
Page 2 liabilities that are separate and distinct from the ALLL.
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date. Methodologies for the determination of the credit losses over the upcoming 12 months;
historical net charge-off rate on a pool of loans and
can range from a simple average of an institu3. amounts for estimated losses from transfe
tion’s net charge-off experience over a relevant risk on international loans.
period of years—coupled with appropriate Fyrthermore, when determining the appropri
adjustments as noted above for factors thafte |evel for the ALLL, management’s analysis
affect repayment—to more complex techniquesshould be conservative so that the overall ALLL
such as migration analysis. appropriately reflects a margin for the impreci-
As discussed more fully below, for analyticalsion inherent in most estimates of expecte
purposes, an institution may attribute portiongredit losses. This additional margin for impre-
of the ALLL to individual loans or groups of cision might be incorporated into the ALLL
loans. However, the ALLL is available to through the amounts attributed for analytica
absorb all credit losses that arise from the loapurposes to individual loans or groups of loan:
and lease portfolio and is not segregated for, asr in a portion of the ALLL that is not attributed
allocated to, any particular loan or group ofto specific components of the loan portfofio.
loans. The adequacy of the ALLL should be evalu-
ated as of the end of each quarter, or mor
frequently if warranted, and appropriate provi-
sions made to maintain the ALLL at an adequat:
level as of each call report or Thrift Financial
Report date. This evaluation will be subject to
. o review by examiners.
Adequate ALLL levellt is the responsibility of

the board of directors and management of eagh S ) .
T S r nsibilitiesln carryin heir
institution to maintain the ALLL at an adequatereigéiiibﬁﬁgo f(s)rb razisntai%?ng zgn ogtdéqiate

level ¢ For purposes of the Reports of Condition :
and Income (call report) and the Thrift Financialgrl‘eué)’(ggitgg?gd_m directors and managemen
Report (TFR), an adequate ALLL should be no
less than the sum of the following itengéven
facts and circumstances as of the evaluatio
date (after deduction of all portions of the port-
folio classified loss):

Responsibility of the Board of Directors
and Management

r]r' ensure that the institution has an effective
loan-review system and controls (which
include an effective credit-grading system)
that identify, monitor, and address asset
quality problems in an accurate and timely

1. for loans and leasedassified substandard or manner (to be effective, the institution’s

doubtful whether analyzed and provided for
individually or as part of pools, all estimated

credit losses over the remaining effective 7. In certain circumstances, subject to examiner review, i

lives of these loans; net charge-off horizon of less than one year from the balance
2. for components of the loan and lease portsheet date may be employed for components of the portfoli

: e : that have not been classified. For institutions with conserva
folio that are not classified all estimated tive charge-off policies, a charge-off horizon of less than one

year might be appropriate for pools of loans that are neithe
classified nor subject to greater-than-normal credit risk ant
that have well-documented and highly predictable cash flow

6. Financial Accounting Standards Board (FASB) State-.and loss rates, such as pools of certain smaller consum

ment No. 114. *Accounting by Creditors for Impairment of a installment or credit card loans. On the other hand, a ne

wo “ 9 by " imp " charge-off horizon of more than one year for loans that have
Loan,” provides that an “allowance for credit losses” must be ot been classified might be appropriate until an institution’s
calculated on a present-value basis when a loan is impaire 9 pprop -

EASB Statement No. 114 states that it “doest address how Oan-review fun_ction and credit-grading system_results in
a creditor should ass.ess rall adequacyf the allowance accurate and timely assessments of the portfolio. In suc
for credit losses® (emphasis added), and that, in addition wsituations, an institution should expeditiously correct deficien:
the allowance for credit losses calculated under FASB Staté: o " its Iloan-rewew f“”.°“°“? and f:redlt-gradmg ;ystgm:

8. As discussed later in this policy statement, institutions

ment No. 114, a creditor should continue to recognize ar?ire encouraged to segment their loan and lease portfolios in

fLLL necessary to _comply W!,th FASB Statement NO' 5 as many components as practical when analyzing th

Accounting for Contingencies.” Furthermore, the guidance dequacy of the ALLL. Therefore, institutions are encouragec

in FASB Statement No. 114 only applies (o a subset of th 0 rgﬂectythe margin fbr im recis’ion in amounts attributagble

loan and lease portfolio as the term is used in this pO|iC)f B 9 p )
or analytical purposes to these components of the portfolio

statement (e.g., the FASB standard doesapply to leases, ]

S A to the extent possible.

binding commitments to lend, and large groups of smaller-

balance homogeneous loans that are collectively evaluated for .

impairment). In contrast, this policy statement provides guidBHC Supervision Manual December 1999

ance on assessing tbeerall adequacyf the ALLL. Page 3
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loan-review system and controls must be2.

responsive to changes in internal and exter-
nal factors affecting the level of credit risk in
the portfolio);

2. ensure the prompt charge-off of loans, or

portions of loans, that available information3.

confirms to be uncollectible; and
3. ensure that the institution’s process for deter-
mining an adequate level for the ALLL is

all other significant credits reviewed indi-
vidually (If no allocation can be determined
for such credits on an individual basis, they
should be provided for as part of an appropri-
ate pool below.)

all other loans and leases that are not
included by examiners or by the institution’s
credit-grading system in the population of
loans reviewed individually, but are delin-

based on a comprehensive, adequately docu- quent or are classified or designated special
mented, and consistently applied analysis of mention (e.g., pools of smaller delinquent,
the institution’s loan and lease portfolio that special-mention, and classified commer-
considers all significant factors that affect the cial and industrial loans; real estate loans;
collectibility of the portfolio and supports  consumer loans; and lease-financing
the range of credit losses estimated by this receivables)
process. 4. homogeneous loans that have not been
reviewed individually or are not delinquent,
As discussed more fully in appendix 1, it is classified, or designated as special mention
essential that institutions maintain effective (e.g., pools of direct consumer loans, indirect
loan-review systems, although smaller institu- consumer loans, credit card loans, home
tions would not be expected to maintain sepa- equity lines of credit, and residential real
rate loan-review departments. An effective loan- estate mortgages)
review system should work to ensure theb. all other loans that have not been considered
accuracy of internal credit-grading systems and, or provided for elsewhere (e.g., pools of
thus, the quality of the information used to commercial and industrial loans that have
assess the adequacy of the ALLL. The complex- not been reviewed, classified, or designated
ity and scope of the institution’s ALLL evalua-  special mention; standby letters of credit,
tion process, loan-review system, and other rel- and other off-balance-sheet commitments to
evant controls should be appropriate in view of lend)
the size of the institution and the nature of its
lending activities, and provide for sufficient In addition to estimated credit losses, the
flexibility to accommodate changes in the faclosses that arise from the transfer risk associated
tors that affect the collectibility of the portfolio. with an institution’s cross-border lending activi-
ties require special consideration. Over and
above any minimum amount that is required by

Analysis of the Loan and Lease Portfolio the Interagency Country Exposure Review
Committee to be provided in the Allocated

In determining the appropriate level of theTransfer Risk Reserve (or charged against the

ALLL, the institution Shou'd rely primarily on ALLL), the institution must determ|ne that the

an analysis of the various components of ité\LLL is adequate to absorb all estimated losses

portfolio, including all significant credits on an from transfer risk associated with its cross-

individual basis. When analyzing the adequac?Order lending exposure. (See appendix 2 for

of the ALLL, institutions should segment their factors to consider.)

loan and lease portfolios into as many compo-

nents as practical. Each component would nor-

mally have similar characteristics, such as riskactors to Consider in the Estimation of

classification, past-due status, type of loanCredit Losses

industry, or collateral. A depository institution

may, for examp|e’ ana|yze the f0||owing compo.AS previously mentioned, estimates of credit

nents of its portfolio and provide for them in thelosses should reflect consideration of all signifi-

ALLL: cant factors that affect the collectibility of the
portfolio as of the evaluation date. While histori-

1. all significant credits on an individual basiscal loss experience provides a reasonable start-

that are classified doubtful (or the institu-ing point for the institution’s analysis, historical
tion’s equivalent) losses, or even recent trends in losses are not, by

themselves, a sufficient basis to determine the
December 1999 appropriate level for the ALLL. Management
should also consider any factors that are likely

BHC Supervision Manual
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to cause estimated credit losses associated wiixaminer Responsibilities

the institution’s current portfolio to differ from

historical loss experience, including but notExaminers will assess the asset quality of al

limited to— institution’s loan and lease portfolio and the

adequacy of the ALLL. In the review and classi-

1. changes in lending policies and proceduresication of the loan and lease portfolio, examin-
including underwriting standards and collec-ers should consider all significant factors tha
tion, charge-off, and recovery practices; affect the collectibility of the portfolio, includ-

2. changes in national and local economic anihg the value of any collateral. In reviewing the

business conditions and developmentsadequacy of the ALLL, examiners will—

including the condition of various market

segments; 1.
. changes in the nature and volume of the
portfolio;

. changes in the experience, ability, and depth
of lending management and staff;
. changes in the trend of the volume and sev-

erity of past-due and classified loans, an@.

trends in the volume of nonaccrual loans,
troubled-debt restructurings, and other loan
modifications;

. changes in the quality of the institution’s
loan-review system and the degree of over-
sight by the institution’s board of directors;

. the existence and effect of any concentra-
tions of credit and changes in the level of
such concentrations; and

. the effect of external factors such as competi-

tion and legal and regulatory requirementss.

consider the quality of the institution’s loan-
review system and management in identify-
ing, monitoring, and addressing asset-quality
problems (this will include a review of the
institution’s credit-grading system and loan-
review function)io

evaluate the ALLL evaluation process tha
management has followed to arrive at ar
overall estimate of the ALLL and the related
assumptions made by management in orde
to ensure that the institution’s historical loss
experience and all significant factors tha
affect the collectibility of the portfolio
(including changes in the quality of the insti-
tution’s loan-review function and other fac-
tors previously discussed) have been apprc
priately considered;

review the overall level of the ALLL and the

on the level of estimated credit losses in the
institution’s current portfolio.

range of credit losses estimated by manage
ment for reasonableness in view of the fac.
tors discussed in the prior sections of this
policy statement;

perform a quantitative analysis (e.g., using
the types of ratio analysis previously dis-
cussed) as a check of the reasonableness
the ALLL; and

review the adequacy of the documentatiol
that has been maintained by management 1
support the adequacy of the ALLL.

Institutions are also encouraged to use ratio
analysis as a supplemental check or tool fo#.
evaluating the overall reasonableness of the
ALLL. Ratio analysis can be useful in identify-
ing divergent trends (compared with the insti-
tution’s peer group and its own historical prac-5.
tices) in the relationship of the ALLL to
classified and nonclassified loans and leases,
to past-due and nonaccrual loans and leases, to
total loans and binding commitments, and to After analyzing an institution’s policies, prac-
historical gross and net charge-offs. Howevetices, and historical credit-loss experience, thi
while such comparisons can be helpful as a
supplemental check of the reasonableness
management’s assumptions and analyses, th ; ! ! ; i .

. X ifcluding credit grading) by an examiner will usually include
are nOt_* _by themselves, a sufficient basis f ests involving a sample of the institution’s loans. If differ-
determining the adequacy of the ALLL. In ences noted between examiner credit grades and those of t
particular, such comparisons do not obviate thi@stitution's loan-review system indicate problems with
need for a comprehensive analysis of the loaf{€ loan-review system, especially where the credit grade

. . . assigned by the institution are more liberal than those
and lease pOI’thlIO and the factors affectlng It%ssigned by the examiner, the institution would be expected t

collectibility. make appropriate adjustments to the assignment of its crec
grades to the loan and lease portfolio and to its estimate of th
ALLL. Furthermore, the institution would be expected to
. . . _..improve its loan-review system. (Appendix 1 discusses effec
9. Credit-loss and -recovery experience may vary signifi-. :

” ) tive loan-review systems.)

cantly depending upon the business cycle. For example, an
overreliance on recent credit-loss experience during a period .
of economic growth will not result in realistic estimates of BHC Supervision Manual

credit losses during a period of economic downturn.

0. The review of an institution’s loan-review system

December 1999
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examiner should further check the reasonableequire a substantial degree of judgment. Even
ness of management’s ALLL methodology bywhen an institution maintains sound loan-
comparing the reported ALLL (after the deduc-administration and -collection procedures and
tion of all loans, or portions thereof, classifiedeffective internal systems and controls, the esti-
as loss) against the sum of the followingmation of credit losses will not be precise due to
amounts: the wide range of factors that must be consid-
ered. Further, the ability to estimate credit losses

1. 50 percent of the portfolio that is classifiedon specific loans and categories of loans
doubtful improves over time as substantive information

2. 15 percent of the portfolio that is classifieg@ccumulates regarding the factors affecting
substandard repayment prospects. Therefore, examiners will

. . generally accept management’s estimates in
3. for the portions of the portfolio that have NOti air assessment of the adequacy of the ALLL

been classified (including those loans desiq;vhen management has (1) maintained effective

nated special mention), estimated credify ioms and controls for identifying, monitor-
losses over the upcoming 12 monthiven

fact d ci ¢ f th Uati ing, and addressing asset-quality problems in a
acts and circumstances as of the evaiua IOIﬂmely manner, (2) analyzed all significant fac-

date (based on the institution's averagey, ¢ ihay affect the collectibility of the portfolio

annual rate (.)f net charge-offs EXPENeNncet 3 reasonable manner, and (3) established an

over the previous two or three years on simiy conapie ALLL evaluation process that meets

lar loans, adjusted for current conditions andy, , objectives for an adequate ALLL.

rendsyt After the completion of all aspects of the

This amount is neither a “floor” nor a “safe- ALLL review described in this section, if the
harbor” level for an institution’s ALLL. How- examiner does not concur that the reported
ever, examiners will view a shortfall relative to ALLL level is adequate or if the ALLL evalua-
this amount as indicating a need to more closeljion process is deficient or based on the results
review management's analysis to determingf an unreliable loan-review system, recommen-
whether it is reasonable and supported by thgations for correcting these problems, including
WEIght of reliable eVIdence_ and that aII relevanb_ny examiner concerns regarding an appropriate
factors have been appropriately considei®d.  |evel for the ALLL, should be noted in the

In assessing the adequacy of the ALLL, it isreport of examination.
important to recognize that the related process,
methodology, and underlying assumptions

ALLL Level Reflected in Regulatory

- Reports

11. In cases where the institution has an insufficient basis
for determining this amount, the examiner may use theThe agencies believe that an ALLL established
|nd(;1|set;ys-:\slerage net charge-off rate for nonclassified Ioanm accordance with this policy statement will
anlz. The Weights of 50 percent and 15 percent for doubtrufall within the range of acceptable estimates
and substandard loans, respectively, are estimates of the indi@eveloped in accordance with GAAP. When an
try’s average loss experience over time on similarly classifiefnstitution’s reported ALLL does not meet the

credits. Because they represent the average industry EXpeabjeCtiveS for an adequate ALLL, the institution
ence, these weights do not take into account idiosyncratic !

factors that may be important for estimating expected creaiVill be required to increase its provision for
losses for a particular institution, such as the composition ofoan and lease losses expense sufficiently to

its portfolio; the quality of underwriting, collection, and loan- restore the level of the ALLL reported on its call

review systems; and current economic conditions and trendfeport or TER to an adequate level as of the
Nor do these weights incorporate any additional margin to

reflect the imprecision inherent in estimates of expected credﬁvaluatlorI date.

losses.Due to such institution-specific factors, including an

institution’s historical loss experience adjusted for current

conditions and trends, in many cases an ALLL exceeding th : .
sum of 1, 2, and 3 above might still be inadequate, while ir2010‘7'1'1 Appendlx 1—Loan-Review
other cases, the weight of evidence might indicate that apystems

ALLL less than this amount is adequate. In all circumstances,

for purposes of the call report or Thrift Financial Report, theThe nature of loan-review systems may vary

reported ALLL should meet the standard for an adequats ettt AR : ;
ALLL set forth in the section entitled “Responsibility of the based on an institution’s size, complexny, and

Board of Directors and Management.” management practicc_es. For example, a loan-
review system may include components of a
BHC Supervision Manual December 1999 traditional loan-review function that is indepen-

Page 6 dent of the lending function, or it may place
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some reliance on loan officers. In addition, theeliance on loan officers to identify emerging
use of the term “loan-review system” can referloan problems. However, given the importance
to various responsibilities assigned to crediand subjective nature of credit grading, a loar
administration, loan administration, problem-officer’s judgment regarding the assignment of ¢
loan workout, or other areas of an institutionparticular credit grade to a loan may be subjec
These responsibilities may range from administo review by (1) peers, superiors, or loan
tering the internal problem-loan reporting pro-committee(s); (2) an independent, qualifiec
cess to maintaining the integrity of the credit-part-time or full-time person(s); (3) an internal
grading process (e.g., ensuring that changes agdepartment staffed with credit-review special-
made in credit grades as needed) and coordinasts; or (4) outside credit-review consultants. A
ing the information necessary to assess theredit-grading review that is independent of the
adequacy of the allowance for loan and leaskending function is the preferred approach
losses (ALLL). Regardless of the structure obecause it typically provides a more conserva
the loan-review system in an institution, at ative and realistic assessment of credit quality
minimum, an effective loan-review systemBecause accurate and timely credit grading is
should have the following objectives: critical component of an effective loan-review
system, each institution should ensure that it

1. To promptly identify loans having potential loan-review system includes the following

credit weaknesses and appropriately classifgttributes:

loans with well-defined credit weaknesses

that jeopardize repayment so that timelyl. a formal credit-grading system that can be

action can be taken and credit losses can be reconciled with the framework used by the

minimized. federal regulatory agencigs

. To project relevant trends that affect the col2.
lectibility of the portfolio and isolate poten-
tial problem areas. 3.
. To provide essential information to deter-
mine the adequacy of the ALLL. 4.

an identification or grouping of loans that
warrant the special attention of managemen
documentation supporting the reason(s) wh
a particular loan merits special attention

a mechanism for direct, periodic, and timely

. To assess the adequacy of and adherence toreporting to senior management and the

internal  credit policies and loan- board of directors on the status of loans
administration procedures and to monitor identified as meriting special attention and
compliance with relevant laws and the action(s) taken by management
regulations. 5. appropriate documentation of the institu-
. To evaluate the activites of lending tion's credit-loss experience for various com-
personnel ponents of its loan and lease portféfio

6. To provide senior management and the board
of directors with an objective and timely An institution should maintain a written
assessment of the overall quality of the loamlescription of its credit-grading system, includ-
portfolio. ing a discussion of the factors used to assig
7. To provide management with accurate andppropriate credit grades to loans. Loan cred
timely information related to credit quality grades should reflect the risk of credit losses.
that can be used for financial and regulatory
reporting purposes.

13. An institution may have a credit-grading system that
differs from the credit-grading framework used by the federa
banking agencies. However, each institution that maintains
credit-grading system that differs from the agencies’ frame:

work should maintain documentation that translates its credit

The foundation for any loan-review system isgrading system into the pass—special mention—substanda

accurate and timely credit grading, which—doubtful—loss credit-grading framework used by the fed-

involves an assessment of credit quality anaral regulatory agencies. This documentation should be suff

. L Cient to enable examiners to reconcile the totals for the

leads to the identification of problem loans. Ayarious credit grades under the institution's system to th
effective credit-grading system provides imporagencies’ categories listed above.

tant information on the collectibility of the port-  14. Institutions are encouraged to maintain records of ne

folio for use in the determination of an adequat&®dit10ss experience for credits in each of the following
level for the ALLL Categories: items not classified or designated as special me

) tion, special mention, substandard, doubtful, and loss.
Regardless of the particular type of loan-

review system employed, an effective creditBHC Supervision Manual
grading framework generally places primary

Credit-Grading Systems

December 1999
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In addition, the loan-review program shouldapparent to others. However, institutions should
be in writing and reviewed and approved abe careful to avoid overreliance upon loan
least annually by the board of directors to evi-officers for identification of problem loans.
dence their support of and commitment to thénstitutions should ensure that loans are also
system. reviewed by individuals that do not have control

over the loans they review and are not part of, or
influenced by anyone associated with, the loan-
Loan-Review System Elements approval process.
While larger institutions typically establish a
The following discussion refers to the primaryseparate department staffed with credit-review
activities comprising a loan-review system thaspecialists, cost and volume considerations may
were previously addressed, ranging from the@ot justify such a system in smaller institutions.
credit-administration function to the indepen-In many smaller institutions, an independent
dent internal loan-review function. An institu- committee of outside directors may fill this role.
tion’s written policy and documentation for its Whether or not the institution has an indepen-
loan-review system should address the followeent loan-review department, the loan review

ing elements: function should reportlirectly to the board of
directors or a committee thereof (though senior

1. qualifications of loan-review personnel management may be responsible for appropriate

2. independence of loan-review personnel administrative functions so long as they do not

3. frequency of reviews compromise the independence of the loan-

4. scope of reviews review function).

5. depth of reviews

6. review of findings and follow-up

7. workpaper and report distribution, includingFrequency of Reviews

distribution of reports to senior management
and the board of directors Optimally, the loan-review function can be used
to provide useful continual feedback on the
effectiveness of the lending process in order to
Qualifications of Loan-Review Personnel identify any emerging problems. For example,
the frequency of review of significant credits
Persons involved in the loan-review functioncould be at least annually, upon renewal, or
should be qualified based on level of educatiorfnore frequently when internal or external fac-
experience, and extent of formal credit training{ors indicate a potential for deteriorating credit
and should be knowledgeable in both soun@uality in a particular type of loan or pool of
lending practices and the institution’s lendingloans. A system of ongoing or periodic portfolio
guidelines for the types of loans offered by thgeviews is particularly important to the ALLL
institution. In addition, these persons should béetermination process, which is dependent on
knowledgeable of relevant laws and regulationghe accurate and timely identification of prob-
affecting lending activities. lem loans.

Independence of Loan-Review Personnel Scope of Reviews

An effective loan-review system utilizes both The review should cover all loans that are sig-
the initial identification of emerging problem nificant. Also, the review typically includes, in
loans by loan officers and the credit review ofddition to all loans over a predetermined size, a
loans by individuals independent of the creditsample of smaller loans; past-due, nonaccrual,
approval decisions. An important element of afienewed, and restructured loans; loans previ-
effective system is to place responsibility orously classified or designated as special mention
loan officers for continuous portfolio analysisPy the institution or by its examiners; insider
and prompt identification and reporting of probl0ans; and concentrations and other loans
lem loans. Because of their frequent contacdffected by common repayment factors. The per-
with borrowers, loan officers can usually idencentage of the portfolio selected for review
tify potential problems before they becomeshould provide reasonable assurance that the
results of the review have identified the major
BHC Supervision Manual December 1999 problems in the portfolio and reflect its quality
Page 8 as a whole. Management should document that
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the scope of its reviews continues to identifybe submitted to the board of directors on at leas
major problems in the portfolio and reflects thea quarterly basis> In addition to reporting
portfolio’s quality as a whole. The scope of loancurrent credit-quality findings, comparative
reviews should be approved by the institution’drends can be presented to the board of directo
board of directors on an annual basis or whethat identify significant changes in the overall
any significant changes to the scope of reviewguality of the portfolio. Findings should also
are made. address the adequacy of and adherence to inte
nal policies, practices, and procedures, and con
pliance with laws and regulations so that any
noted deficiencies can be remedied in a timel
manner.
These reviews should analyze a number of
important aspects of selected loans, including—

2010.7.1.2 Appendix 2—International

Depth of Reviews

1. credit quality, Transfer Risk Considerations
2. sufficiency of credit and collateral

documentation, With respect to international transfer risk, an
3. proper lien perfection, institution should support its determination of

. proper approval by the loan officer and loarthe adequacy of its allowance for loan and leas
committee(s), losses by performing an analysis of the transfe

. adherence to any loan-agreement covenantisk, commensurate with the size and composi
and tion of the institution’s exposure to each coun-

. compliance with internal policies and procedry. Such analyses should take into consider
dures and laws and regulations. ation the following factors, as appropriate:

Furthermore, these reviews should consider th@ the institution’s loan portfo”o mix for each

appropriateness and timeliness of the identifica-
tion of problem loans by loan officers.

2.
Review of Findings and Follow-Up

3.
Findings should be reviewed with appropriates.
loan officers, department managers, and mens;-
bers of senior management, and any existing or
planned corrective action should be elicited for
all noted deficiencies and identified weaknessesg,
including the timeframes for correction. All
noted deficiencies and identified weaknesses
that remain unresolved beyond the assigned
timeframes for correction should be promptly7.
reported to senior management and the board of
directors. 8.

Workpaper and Report Distribution 9.

A list of loans reviewed, the date of the review,
and documentation (including summary analy-
ses) to substantiate assigned classifications or
designations of loans as special mention should

country (e.g., types of borrowers, loan matu-
rities, collateral, guarantees, special credi
facilities, and other distinguishing factors)
the institution’s business strategy and its
debt-management plans for each country
each country’s balance-of-payments positiol
each country’s level of international reserve:
each country’s established payment perfor
mance record and its future debt-servicing
prospects

each country’s sociopolitical situation and its
effect on the adoption or implementation of
economic reforms, in particular those affect-
ing debt-servicing capacity

each country’s current standing with multi-
lateral and official creditors

the status of each country’s relationship:
with bank creditors

the most recent evaluations distributed b
the Interagency Country Exposure Review
Committee (ICERC) of the federal banking
agencies

be prepa_1red on all loans reviewed. A _report that 15. The board of directors should be informed more fre-
summarizes the results of the loan review shoulglently than quarterly when material adverse trends are note

December 1999
Page 9
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Supervision of Subsidiaries (Sharing of Facilities and Staff
by Banking Organizations) Section 2010.

A banking organization should be able to readilycials and employees of one entity have respons
determine for which entity within the bank hold- bilities for other entities, particularly in shared
ing company an individual is employed, andfacilities, the staff's responsibilities should be
members of a banking organization’s staff mustlearly defined and, when appropriate, disclose
be able to identify which subsidiary of the hold-or made clear to customers and the public i
ing company employs them. The distinction isgeneral. This procedure clarifies for both the
important because complex banking organizgpublic and the regulators for which entity offi-
tions must take steps to ensure that their officialsials or employees are carrying out their dutie:
and employees have both the corporate amahd responsibilities. Also, this serves to clarify
legal authority to do so, and because the organmivhether an entity is operating within the scope
zation’s personnel should only be performingof its charter, license, or other legal restrictions
activities that are permitted by law to be carriedrinally, a banking organization should establist
out by the holding company or its particularand maintain appropriate internal controls de
subsidiaries. signed to ensure the separation of the lege
entities’ functions, where required, and an ade
quate audit program to monitor such activities.
2010.8.1 IDENTIFICATION OF If officials and employees have responsibili-
FACILITIES AND STAFF ties for other offices or affiliates of the banking
organization, particularly those that share facili-
Generally, unless there are statutory restrictiorfées, these responsibilities should be clearly de
or explicit written proscriptions issued by thefined and, when appropriate, disclosed or mad
Federal Reserve or other regulators, such adear to customers and the public in genera
those concerning Section 20 nonbanking firm3his procedure serves to clarify for which entity
and mutual fund sales on bank premises, themployees are carrying out their duties. Further
is no fundamental legal prohibition on a bank-more, in establishing employee responsibilities
ing organization’s entities sharing or usingmanagement should ensure that they are withi
unmarked contiguous facilities, and, in somehe scope of the entity’s license or charter.
instances, sharing officials and employees.
There are, however, concerns about safety and
soundness and about conflicts of interest. The010.8.2 EXAMINER GUIDANCE ON
may arise where a banking organization doeSHARING FACILITIES AND STAFF
not take appropriate actions to define and differ-
entiate the functions and responsibilities of eackxaminers should continue to be fully aware of
of its entities and of its staff. the issues and potential problems involved ir
Good corporate governance requires that #ne sharing of staff and the sharing or use o
banking organization be able to identify readilyunmarked contiguous facilities by the different
the authority and responsibilities of its officialsentities of a banking organization with varied
and employees at each of its entities, especialgctivities. At a minimum, examiners should
where the entities share facilities or use contigucheck to see that a banking organization main
ous offices that are not clearly marked to inditains clear records indicating the duties anc
cate the identity of the different entities. This isresponsibilities of the officials and employees a
necessary to ensure that— each of its entities. They should also take step
to check whether, in those situations where a
« an official or employee who makes a commit-official or employee may perform duties for
ment to a counterparty on behalf of the organimore than one entity in a shared facility, the
zation has both the corporate and legal authobanking organization has adequate policies an
ity to do so, controls in place to ensure that the banking
the counterparty understands with whom it irganization’s staff has the corporate and lege
dealing, and capacity to commit the organization to its coun-
each entity is in compliance with any legalterparties and that the duties are carried ot
restrictions under which it operates. in conformance with the statutory restrictions
applicable to each of the entities. See SR-95-3
In order to accomplish this goal of ready(SUP).
identification, a banking organization should
maintain well-defined job descriptions for eachBHC Supervision Manual June 1995
category of its staff at each entity. Where offi- Page 1




Supervision of Subsidiaries
(Required Absences from Sensitive Positions)  Section 201

One of the many basic tenets of internal controhssessment should consider all employees, b
is that a banking organization (bank holdingshould focus more on those with authority to
company, state member bank, and foreign banlexecute transactions, signing authority ant
ing organization) needs to ensure that itaccess to the books and records of the bankir
employees in sensitive positions are absent fromrganization, as well as those employees wh
their duties for a minimum of two consecutivecan influence or cause such activities to occul
weeks. Such a requirement enhances the viablRarticular attention should be paid to area
ity of a sound internal control environmentengaged in trading and wire-transfer operations
because most frauds or embezzlements requiicluding personnel who may have reconcilia-
the continuous presence of the wrongdoer. tion or other back-office responsibilities.

In brief, this section contains a statement After producing a profile of high-risk areas
emphasizing the need for banking organizationand activities, it would be expected that a mini-
to conduct an assessment of significant risknum absence of two consecutive weeks pe
areas before developing a policy on requiregear be required of employees in sensitive pos|
absences from sensitive positions. After makingions. The prescribed period of absence shoulc
this assessment, the organization should requiteder all circumstances, be sufficient to allow
that employees in sensitive key positions, suchll pending transactions to clear and to provide
as trading and wire transfer, not be allowed tdor an independent monitoring of the trans-
transact or otherwise carry out, either physicallyactions that the absent employee is responsib
or through electronic access, their assignetbr initiating or processing. This practice could
duties for a minimum of two consecutive weekse implemented through a requirement tha
per year. The prescribed period of absencaffected employees take vacation or leave, th
should, under all circumstances, be sufficient tootation of assignments in lieu of required vaca
allow all pending transactions to clear. It shouldion, or a combination of both so the prescribec
also require that an individual's daily work belevel of absence is attained. Some banking orge
processed by another employee during thaizations, particularly smaller ones, might con-
employee’s absence. sider compensating controls such as continuot

rotation of assignments in lieu of required

absences to avoid placing an undue burden c
2010.9.1 STATEMENT ON REQUIRED the banking organization or its employees.
ABSENCES FROM SENSITIVE For the policy to be effective, individuals
POSITIONS having electronic access to systems and recort

from remote locations must be denied this
A comprehensive system of internal controls issccess during their absence. Similarly, indirec
essential for a financial institution to safeguardiccess can be controlled by not allowing other
its assets and capital, and to avoid undue reputte take and carry out instructions from the
tional and legal risk. Senior management isbsent employee. Of primary importance is th
responsible for establishing an appropriate sysequirement that an individual’s daily work be
tem of internal controls and monitoring compli-processed by another employee during his c
ance with that system. Although no single conher absence; this process is essential to bring
trol element should be relied on to prevent fraudhe forefront any unusual activity of the absen
and abuse, these acts are more easily perpetratployee.
when proper segregation and rotation of duties Exceptions to the required-absence polic)
do not exist. As a result, the Federal Reserve imay be necessary from time to time. However
reemphasizing the following prudent bankingmanagement should exercise the appropria
practices that should be incorporated into aiscretion and properly document any waivers
banking organization’s internal control proce-that are granted. Internal auditing should be
dures. These practices are designed to enhantede aware of individuals who receive waivers
the viability of a sound internal control environ-and the circumstances necessitating th
ment, as most internal frauds or embezzlemenesxceptions.
necessitate the constant presence of the offenderlf a banking organization’s internal control
to prevent the detection of illegal activities. procedures do not now include the above prac

When developing comprehensive internatices, they should be promptly amended. Aftel
control procedures, each banking organization
should first make a critical assessment of itBHC Supervision Manual December 1998
significant areas and sensitive positions. This Page 1




Supervision of Subsidiaries (Required Absences from Sensitive Positions)

the procedures have been enhanced, they sho@d Ascertain if employees assigned to sensitive

be disseminated to all employees, and the docu-
mentation regarding their receipt and acknowl-

edgment maintained. Additionally, adherence to

the procedures should be included in the appro-
priate audit schedules, and the auditors should
be cognizant of potential electronic access or
other circumventing opportunities.

The development and implementation of pro3.
cedures on required absences from sensitive
positions is just one element of an adequate
control environment. Each banking organization
should take all measures to establish appropriate
policies, limits, and verification procedures for
an effective overall risk-management system.

4,

2010.9.2 INSPECTION OBJECTIVES

1. To determine whether a critical assessmerit

has been performed of a banking organiza-

tion’s significant areas and sensitive posi-
tions.

. To ascertain that sound internal controls
exist, including policies and procedures that
provide assurances that employees in sensi-
tive positions are absent from their duties for
a minimum of two consecutive weeks per
year.

. To ascertain whether the banking organizeé.
tion has taken all measures to establish
appropriate policies, limits, and verification
procedures for an effective overall risk-
management system. 7.

. To establish that the appropriate audit sched-
ules and the audits include a review of mini-
mum absence policies and procedures,
including potential electronic access or other
circumventing actions by employees.

2010.9.3 INSPECTION PROCEDURES
1. Determine that a profile of high-risk areas

and activities is performed on a regular peri-
odic basis.

BHC Supervision Manual December 1998
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positions are required to be absent for a

minimum of two weeks per year while—

a. pending sensitive transactions are moni-

tored while they clear, and

b. daily work is monitored and processed by

another employee during the regularly
assigned employee’s absence.

Determine if required internal control proce-

dures for minimum absences (for example,

rotation of assignments, vacation or leave, or

a combination of both) are being used in

sensitive operations such as trading, trust,

wire transfer, reconciliation, or other sensi-
tive back-office responsibilities.

Ascertain if appropriate policies, limits, and

verification procedures have been established

and maintained for an effective overall risk-
managment system.

Determine whether

organization—

a. prohibits others from taking and carry-
ing out instructions from the absent
employees, and

. prevents remote electronic access to sys-
tems and records involving sensitive trans-
actions during the regularly assigned
employee’s required minimum two-week
absence.

Ascertain that the banking organization

documents waivers from the two-week mini-

mum absence policies and procedures
involving sensitive positions.

Determine that the appropriate audit sched-

ules and the audits include a review of such

procedures, including potential electronic
access or other circumventing actions by
employees.

the banking

2010.9



Supervision of Subsidiaries
(Internal Loan Review) Section 2010.11

Internal loan review is an activity which pro- age. The process should also tie problem loar
vides management with information about theor technical exceptions to the particular loar
quality of loans and effectiveness of a bankingfficer to allow senior management to evaluate
organization’s lending policies and proceduresindividual performance. Loans should be
The objectives of loan-review procedures are toeviewed shortly after origination to determine
identify, in a timely manner, existing or emerg-their initial quality, technical exceptions, and
ing credit-quality problems and to determinecompliance with written loan policies. Reason-
whether internal lending policies are beingable frequency guidelines should be set for nor
adhered to. mal reviews, with problem credits receiving spe-
The size and complexity of a bank holdingcial and more frequent analysis. An effective
company will dictate the need for and structurdoan-review procedure will incorporate an early
of internal loan review. One-bank holdingwarning system of “red flags,” such as over-
companies with no significant credit-extendingdrafts, adverse published reports, and deteriora
nonbank subsidiaries will normally establishing financial statements. Loan officers shoulc
internal loan-review procedures within the subalso be encouraged to inform the organization’
sidiary bank. In these cases, there is no need toternal loan-review unit of developing loan
evaluate the loan-review procedures during thproblems, and they should be discouraged fror
inspection. withholding problem loans or adverse informa-
For larger multibank companies or those witttion from the review process.
significant credit-extending nonbank subsidi- The loan-review process should be indepen
aries, internal loan review is usually centralizedlent of the loan-approval function, with written
at the parent company level. In some cases, fandings reported to a board or senior manage
centralized loan-review function could operatament committee that is not directly involved in
in the lead bank and cover all affiliates withinlending. Follow-up and monitoring of problem
the organization. However, since parent comeredits should be instituted. The loan officel
pany directors and senior management are ultshould be responsible for reporting on any cor
mately accountable for the organization’s asseective actions taken. The maintenance o
quality, an evaluation of the internal loan-reviewadequate internal controls within the lending
function should be conducted as part of therocess, in particular for loan review or credit
inspection process no matter where the operaudit, is critical for maintaining proper incen-
tions are technically located within the corpo-tives for banking organization staff to be rigor-
rate structure. Since a subsidiary bank’s primargus and disciplined in their credit-analysis anc
regulator will normally want to evaluate thelending decisions. A banking organization's
loan-review process as it relates to the respecredit analyses, loan terms and structures, crec
tive bank, a coordination of efforts would bedecisions, and internal rating assignments hay
appropriate. This should be handled on an alistorically been reviewed in detail by experi-
hoc basis, as deemed necessary by the holdiegiced and independent loan-review staff. Suc
company'’s examiner-in-charge, to avoid unnecloan reviews have provided both motivation for
essary duplication of efforts without com-better credit discipline within an institution
promising the independence of the appraisand greater comfort for examiners—and
process. management—that internal policies are bein
Internal loan-review procedures may takdollowed and that the banking organization con-
various forms, from senior officers’ review of tinues to adhere to sound lending practice.
junior-officer loans to the formation of an inde- For larger multibank organizations, loan-
pendent department staffed by loan-revieweview procedures are usually centralized an
analysts. An effective system will identify administered at the parent level, with loan-
deteriorations in credits, loans that do not comreview staff employed by the parent company
ply with written loan policies, and loans with In some cases, a centralized loan-review func
technical exceptions. tion may operate in the lead bank, covering al
The loan-review program should be delegatedther affiliates in the organization. The paren
to a qualified and adequate staff. The revieweompany directors and senior management a
should be systematic in scope and frequencwyltimately accountable for supervision of the
All related extensions of credit should be identi-entire organization’s asset quality. Therefore, i
fied and analyzed together. A minimum credit
size should be established that allows for aBHC Supervision Manual December 1999
efficient review while providing adequate cover- Page 1




Internal Loan Review 2010.10

should be the System’s responsibility to evaluwill normally function within the subsidiary
ate top management'’s loan-review policies anank and be supervised by bank directors and
procedures as they relate to the subsidiariemyanagement.

both bank and nonbank, no matter where the

function is technically established within the

corporate structure. The holding compan
examiner-in-charge should attempt to coordi)?()]'o'lo‘l INSPECTION OBJECTIVES

nate efforts and cooperate with the respectivg . . .
o - : . Review the operations of the bank holdin
banks’ primary supervisors to avoid unneces- company to dF()etermine whether there is a?q

sary duplication, without compromising the internal loan-review proaram. If not. one
independence of the appraisal process. ) program. ’
. . . . should be implemented.

During faV(_)rabIe economic and flnanC|aI2_ Determine whether the loan-review program
markets, relatively low levels of problem loans is independent from the loan-approval
and credit losses may increase pressure within function
banking organizations to reduce the resources Determi.ne if the loan-review staff is suffi-
committed to loan-review functions. These " ciently qualified and whether its size is
reductions may include a reduction in staff, adequate
more Iim!ted portfoli_o_ coverage, and less thor, Determiné whether the scope and frequency
ough reviews of individual loans. Undoubtedly, of the loan-review procedure is adequate to
some useful efficiencies may be gained by

reducing loan-review resources, but some bank- ensure that problems are being identified.
ing organizations may reduce' the scope an%‘ Determine that flndlngs from the loan-review
depth of loan-review activities beyond levels process are being properly reported and
) receive adequate follow-up attention.
that are prudent over the longer horizon. If
reduced too far, the integrity of the lending
process and the discipline of identifying unreal-
istic assumptions and discerning problem 10an2010.10.2 INSPECTION PROCEDURES
in a timely fashion may deteriorate. This may be
especially true when a large proportion of lend4. Review the holding company’s operations to
ers may not have had direct lending experience determine what types of internal loan-review
during a credit cycle when there was an procedures are being performed and whether
economic and financial market downturn. See an internal loan-review program exists.
SR-99-23. 2. If no internal loan-review program exists,
If supervisors and examiners find that there determine whether the size, complexity, and
are weaknesses in the internal loan-review func- financial condition of the organization war-
tion and in activities or other internal control  rants implementation of a formal loan-review
and risk-management processes (for example, process.
staff turnover, failure to commit sufficient 3. Review the organizational structure of the
resources, inadequate adherence to establishedloan-review function to ensure its indepen-
internal controls, or inadequate training), such dence from the loan-approval processes.
findings should be discussed with the seniof. Review the reporting process for internal
management of the parent bank holding com- loan-review findings to determine whether a
pany or other management at a corporate-wide director committee or independent senior
level and, if determined to be a major concern, management committee is being appropri-
presented as comments on the “Examiner's ately advised of the findings. Determine
Comments and Matters Requiring Special Board whether adequate follow-up procedures are
Attention” core page. Findings that could ad- in place.
versely affect affiliated insured depository insti-5. Through loan reviews, transaction testing,
tutions should be conveyed to the primary fed- and discussions with loan-review manage-
eral or state supervisor of the insured institution. ment, evaluate the quality, effectiveness and
Those findings should also be considered when adequacy of the internal loan-review staff
assigning supervisory ratings. and internal controls in relation to the organi-
Shell one-bank holding companies will not  zation’s size and complexity.
have or need a loan-review program emanatin@ Review the operation of the loan-review pro-

from the parent company level. Loan review cess to identify the method for selecting
loans and the manner in which they are ana-

BHC Supervision Manual December 1999 lyzed and graded. Determine whether these
Page 2 procedures are adequate.
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7. Determine if loan-review activities or other ment and report those findings on the core
internal control and risk-management pro- page 1, “Examiner's Comments and Matters
cesses have been weakened by turnover of Requiring Special Board Attention.”
internal loan-review staff; a failure to com-8. Determine what type of “early warning”
mit sufficient resources; inadequate internal system is in place and whether it is adequate
controls; inadequate training; or the absenc®. Determine how the scope and frequency o
of other adequate systems, resources, or con- the review procedure is established anc
trols. If such significant findings are found, whether this provides adequate coverage.
discuss those concerns with senior manage-

BHC Supervision Manual December 1999
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Supervision of Subsidiaries (Private-Banking
Functions and Activities) Section 2010.1

The role of bank regulators in supervising In reviewing specific functional and product-
private-banking activities is (1) to evaluate maninspection procedures, all aspects of the private
agement’s ability to measure and control thdanking review should be coordinated with the
risks associated with such activities and (2) taest of the inspection to eliminate unnecessar
determine if the proper internal control and auditluplication of effort. Furthermore, this section
infrastructures are in place to support effectivdas introduced the review of trust activities anc
compliance with relevant laws and regulationsfiduciary services, critical components of mos
In this regard, the supervisors may determingrivate-banking operations, as part of the over
that certain risks have not been identified oall private-banking review. Although the prod-
adequately managed by the institution, a potenict nature of these activities differs from that of
tially unsafe and unsound banking practice.  other banking activities, such as lending anc

Private-banking functions may be performedieposit taking, the functional components of
in a specific department of a commercial bankprivate banking (supervision and organization
an Edge corporation or its foreign subsidiaries, sk management, operational controls and mar
nonbank subsidiary, or a branch or agency of agement information systems, audit, compli:
foreign banking organization or in other mul-ance, and financial condition/business profile
tiple areas of the institution. They may also beshould be reviewed across product lines. Se
the sole business of an institution. Regardless &R-97-19.
how an institution is organized or where it is
located, the results of the private-banking
review should be reflected in the entity’s overall2010.11.1 OVERVIEW OF PRIVATE
supervisory assessment. BANKING AND ASSOCIATED

This section provides examiners with guid-ACTIVITIES
ance for reviewing private-banking activities at
all types and sizes of institutions. It is intendedPrivate banking offers the personal and discret
to supplement, not replace, existing guidance odelivery of a wide variety of financial services
the inspection of any activities associated wittand products to the affluent market, primarily to
private-banking activities and to broaden thenhigh net worth individuals and their corporate
examiner’s review of general risk-managemeninterests. A private-banking operation typically
policies and practices governing private-bankingffers its customers an all-inclusive money-
activities. The overview of private banking management relationship, including investmen
includes a discussion of the general types gfortfolio management, financial-planning
customers and the various products and serviceslvice, offshore facilities, custodial services,
typically provided. The Functional Review sub-funds transfer, lending services, overdraft privi-
section describes the critical functions that categes, hold mail, letter-of-credit financing, and
constitute a private-banking operation and idenbill-paying services. As the affluent market
tifies certain safe and sound banking practicegrows, competition to serve it, both in the
These critical functions are Supervision andJnited States and globally, is becoming more
Organization, Risk Management, Fiduciaryintense. Consequently, new entrants in thi
Standards, Operational Controls, Managememiivate-banking marketplace include banks ani
Information Systems, Audit, and Compliancenonbank institutions. Private-banking products
Included in the risk-management portion is aervices, technologies, and distribution channel
description of the basic know-your-customerare still evolving. A range of private-banking
(KYC) principle that is the foundation for the products and services may be offered to custon
safe and sound operation of a private-bankingrs throughout an institution’s global network of
business. A self-explanatory Preparation foaffiliated entities—including branches, subsidi-
Inspection subsection assists in defining tharies, and representative offices—in many dif
scope of the inspection and provides a list oferent regions of the world, including offshore
core requests to be made in the first-day letter. secrecy jurisdictions.

Typically, private-banking customers are high

1. Throughout this section, the word “institution” will be N€t worth individuals (for example, institutional

used to include bank holding companies and their bank aniivestors). Institutions often differentiate

nonbank subsidiaries as well as other types of financial instidomestic from international private banking,
tutions and other entities that are supervised by the Federal

Reserve System. The term “board of directors” will be inter- .
changeable with “senior management” of all these entitesBHC Supervision Manual December 1998
including branches and agencies of foreign banks. Page 1
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and they may further segregate the internationaized activity. In addition, ongoing monitoring
function based on the geographic location obf account activity should be conducted to
their international client base. Internationaldetect activity that is inconsistent with the client
private-banking clients may be wealthy indi-profile (for example, frequent or sizeable unex-
viduals who live in politically unstable nations plained transfers flowing through the account).
and are seeking a safe haven for their capital. Finally, as clients develop a return-on-assets
Therefore, obtaining detailed background infor{ROA) outlook to enhance their returns, the use
mation and documentation about the internaef leveraging and arbitrage is becoming more
tional client may be more difficult than it is for evident in the private-banking business. Exam-
the domestic customer. Private-bankingners should be alert to the totality of the client
accounts may, for example, be opened in theelationship product by product, in light of
name of an individual, a commercial business, mcreasing client awareness and use of deri-
law firm, an investment advisor, a trust, a pervatives, emerging-market products, foreign
sonal investment company (PIC), or an offshorexchange, and margined accounts.

mutual fund.

Private-banking accounts are usually gener-
ated on a referral basis. Every client of a privatep910.11.1.1 Products and Services
banking operation is assigned a salesperson or
marketer, commonly known as a relationshi2010.11.1.1.1 Personal Investment
manager (RM), as the primary point of contactCompanies, Offshore Trusts, and Token
with the institution. The RM is generally Name Accounts
charged with understanding and anticipating the
needs of his or her wealthy clients, and therPrivate-banking services almost always involve
recommending services and products for thena high level of confidentiality regarding client-
The number of accounts an RM handles caaccount information. Consequently, it is not
vary, depending on the portfolio size or netunusual for private bankers to help their clients
worth of the particular accounts. RMs strive toachieve their financial planning, estate planning,
provide a high level of support, service, andand confidentiality goals through offshore vehi-
investment opportunities for their clients andcles such as PICs, trusts, or more exotic arrange-
tend to maintain strong, long-term client rela-ments, such as hedge-fund partnerships. While
tionships. Frequently, RMs take accounts withhese vehicles may be used for legitimate rea-
them to other private-banking institutions if theysons, without careful scrutiny, they may camou-
change employment. Historically, initial andflage illegal activities. Private bankers should be
ongoing due diligence of private-banking clientcommitted to using sound judgment and enforc-
is not always well documented in the institu-ing prudent banking practices, especially when
tion’s files because of RM turnover and confi-they are assisting clients in establishing offshore
dentiality concerns. vehicles or token name accounts.

Clients may choose to delegate a great deal of Through their global network of affiliated
authority and discretion over their financialentities, private banks often form PICs for their
affairs to RMs. Given the close relationshipclients. These “shell” companies, which are
between clients and their account officers, aficorporated in offshore secrecy jurisdictions
integral part of the inspection process is asses8uch as the Cayman Islands, Channel Islands,
ing the adequacy of managerial oversight of th8ahamas, British Virgin Islands, and Nether-
nature and volume of transactions conductet@nds Antilles, are formed to hold the custom-
within the private-banking department or wither's assets as well as offer confidentiality by
other departments of the financial institution, a§Pening accounts in the PIC’s name. The “ben-
well as determining the adequacy and integritgficial owners™ of the shell corporations are
of the RM’s procedures. Policy guidelines andypically foreign nationals. The banking institu-
management supervision should provide parantion should know and be able to document that
eters for evaluating the appropriateness of alf knows the beneficial owners of such corpora-
products, especially those involving market risktions and that it has performed the appropriate
Moreover, because of the discretion given tglue diligence to support these efforts. Emphasis
RMs, management should develop effective proshould be placed on verifying the source or
cedures to review client-account activity toOrigin of the customer’s wealth. Similarly, off-

detect, and protect the client from, any unauthoshore trusts established in these jurisdictions
should identify grantors of the trusts and sources

BHC Supervision Manual December 1998 Of the grantors’ wealth. Anonymous relation-
Page 2 ships or relationships in which the RM does not
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know and document the beneficial owner shoulthvestment recommendations subject to the cli
not be permitted. ent’'s written approval. Discretionary accounts
consist of a mixture of instruments bearing vary-
ing degrees of market, credit, and liquidity risk
2010.11.1.1.2 Deposit-Taking Activities ofthat should be appropriate to the client’s invest
Subsidiary Institutions ment objectives and risk appetite. Both accoun
types are governed under separate agreemel
A client's private-banking relationship fre- between the client and the institution.
quently begins with a deposit account, and then Unlike depository accounts, securities anc
expands into other products. In fact, many instiother instruments held in the client’s investmen
tutions require private-banking customers taccounts are not reflected on the balance she
establish a deposit account before maintainingf the institution because they belong to the
any other accounts. Deposit accounts serve afient. These managed assets are usual
conduits for a client's money flows. To distin- accounted for on a separate ledger that is segr
guish private-banking accounts from retailgated by the customer who owns the assets. F
accounts, institutions usually require signifi-regulatory reporting, domestic trust department
cantly higher minimum account balances angénd foreign trust departments of U.S. banks ar
assess higher fees. Each bank holding compamyquired to report trust assets annually usin
should initiate and maintain supervisory CONFFIEC Form 001 (Annual Report of Trust
trols and procedures that require each subsidiapssets) and FFIEC Form 006 (Annual Report o
private-banking function or institution to have |nternational Fiduciary Activities). On the other
account-opening procedures and documentatidiand, the fiduciary activities of foreign banking
requirements that must be fulfilled before &rganizations operating in the United States cul
depository account can be opened. (These stagently are not reported on any FFIEC regulatory
dards are described in detall in the FUﬂCtiOﬂaieport. With respect to bank holding companies
Review subsection.) information on trust assets is not collected
Most private banks offer a broad spectrum ofHowever, the income from fiduciary activities is
deposit products, including multicurrencyreported, on a consolidated income basis, 0
deposit accounts that are used by clients whgchedule HC-I of the FR Y-9C report. Consulta-
engage in foreign-exchange, securities, anglons should be made with Federal Reserve tru:
derivatives transactions. The client’s transactioexaminers and specialists with regard to uncel
activity, such as wire transfers, check writing tainties about procedures, transactions, and/
and cash deposits and withdrawals, is conductaglst activities.
through deposit accounts (including current
accounts). Each bank holding company should
provide adequate supervision of deposit-taking
subsidiary activities to ensure that the transa®2010.11.1.1.4 Credit
tion activity into and out of these private-

banking deposit accounts is closely monitoregriyate-banking clients may request extension
for SUSpiCiOUS tl‘ansaCtionS. Tl’ansactions that aEﬁ Credi’[ either on a Secured or unsecured basi
inCOnSiStent Wlth the C|ient’5 pI’Ofile Of Usual Loans backed by cash collateral or manage
transactions may represent suspicious transagssets held by the private-banking function ar
tions that could warrant the filing of a quite common, especially in international pri-
suspicious-activity report. vate banking. Private-banking clients may
pledge a wide range of their assets, includin

cash, mortgages, marketable securities, land,

2010.11.1.1.3 Investment Management buildings, to securitize their loans. Managemen
) ) ) should demonstrate an understanding of the pu

In private banking, investment managemenpose of the credit, the source of repayment, an
usually consists of two types of accountsipan tenor as well as the collateral used in the
(1) discretionary accounts in which portfolio financing. When lending to individuals with
managers make the investment decisions basgqgh net worths, whether on a secured or unse
on recommendations from the institution'scyred basis, the creditworthiness determinatio
investment research resources, and (2) nondig holstered by a thorough and well-structurec

cretionary (investment advisory) accounts irkyC process. If that process is not thorough
which clients make their own investment deci-

sions when conducting trades. For nondiscreBHC Supervision Manual December 1998
tionary clients, the institutions typically offer Page 3
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collateral derived from illicit activities may be probate or surrogates’ court. On the other hand,

subject to government forfeiture. with living trusts, or “grantor trusts,” the cus-
tomer (grantor) may continually add to and, in
some instances, has control over the corpus of

2010.11.1.1.5 Payable-Through Accountsihe account. Trusts and estates require experi-

enced attorneys, money managers, and gener-

Another product that may be seen in privateyy \ye||-rounded professionals to set up and

banking operations is payable-through accoumrtﬁ]?laintain the accounts. In certain cases, bankers
. X -k ay need to manage a customer’s closely held
through which U.S. banking entities (payable y g y

" g business or sole proprietorship. In the case of
through banks) extend check-writing privileges,gohare trust facilities, recent changes in U.S.
to the customers of a foreign bank. The foreign '

bank hold aw have imposed additional obligations on
ank (master account holder) opens a mastgf,se hanks who function as trustees or corpo-
checking account with the U.S. bank and us

. it fate management for offshore trusts and PICs.
this account to provide its customers access {0 x critical element in offering personal trust
the U.S. banking system. The master account ig, estate services is the fiduciary responsibility
divided into “subaccounts,” each in the name of

f the foreian bank’ The f of the institutions to their customers. This
one of the foreign bank's customers. The forseqnangiility requires that institutions always
eign bank extends signature authority on it

; 2ict in the best interest of the clients pursuant to
master account to its own customers, who m

e trust documentation, perhaps even to the
not be known to the U.S. bank. Consequentlyy P b

h bank h ho h etriment of the institution. For these accounts,
the U.S. bank may have customers who have nghe jnstitytion is the fiduciary, and the trust offi-
been subject to the same account-openin

. ) d its U.S hol r serves as a representative of the institution.
requirements imposed on its U.S. account holGejqciaries are held to higher standards of con-
ers. These subaccount customers are able

X heck d ke d . he U ct than other bankers. A bank holding compa-
‘l’)"mi. checks anh ma % e;;osnt)s at the U.3,5 supervision of its subsidiaries must include
anking entity. The number of subaccounts petyg ghiication of proper controls and proce-

mitted under this arrangement may be virtuallyy,res'to ensure each institution’s proper admin-
unllngteéi. i o 1 PTAS prima STation of trusts and estates, including srict
U.S. banking entities engage in PTAS primagqniols over assets, prudent investment and

rily becz_;\use they attract dolla!r deposits from th‘?nanagement of assets, and meticulous record-
domestic market of their foreign correspondentﬁeeping.

without changing the primary bank/customer
relationship; PTAs also provide substantial fee
income. Generally, PTAs at U.S. banking enti2010.11.1.1.7 Custody Services

ties have the following characteristics: They are ) ) ] )
carried out on the U.S. banking entity’s books a§ustodial services offered to private-banking
a correspondent bank account, their transactigi/stomers  include ~securities ~ safekeeping,
volume is high, checks passing through thé&eceipts and dlsbur_sements of d|V|d_ends and
account contain wording similar to “payable interest, recordkeeping, and accounting. Cus-
through XYZ bank,” and the signatures appeartody relationships can be established in many

ing on checks are not those of authorized offiways, including by referrals from other depart-
cers of the foreign bank. ments in the institution or from outside invest-

ment advisors. The customer, or a designated

financial advisor, retains full control of the
2010.11.1.1.6 Personal Trust and Estatesinvestment management of the property subject

to the custodianship. Sales and purchases of
Trust and estate accounts offer management sefssets are made by instruction from the cus-
vices for assets. When dealing with trusts undetmer, and cash disbursements are prearranged
will, or *“testamentary trusts,” the institution or as instructed. Custody accounts involve no
may receive an estate appointment (executofjvestment supervision and no discretion. How-
and a trustee appointment if the will providedever, the custodian may be responsible for cer-
for the trust from the probate. These accountgin losses if it fails to act properly according to
are fully funded at origination with no opportu- the custody agreement. Therefore, bank holding
nity for an outside party to add to the accountcompany supervision of its subsidiaries must
and all activities are subject to review by theensure that the procedures for proper administra-
tion of custody services have been initated,
BHC Supervision Manual December 1998 maintained, and regularly reviewed on a preset
Page 4 schedule.
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An escrow account is a form of custody2010.11.2 FUNCTIONAL REVIEW
account in which the institution agrees to hold

cash or securities as a middleman, or third partyypen discussing the functional aspects of :
Thg customer gives thg institution funds to h°|dprivate-banking operation, “functional” refers
until the ultimate receiver of the funds “per- 1o managerial processes and procedures, such
forms™ in accordance with the written escrow reporting lines, quality of supervision (including
agreement, at Whlch time the institution releaseg,olvement of the board of directors), informa-
the funds to the designated party. tion flows, policies and procedures, risk-
management policies and methodologies, segr

gation of duties, management information

2010.11.1.1.8 Funds Transfer systems, operational controls, and audit covel
. age. The examiner should be able to draw sour

Funds transfer, another service offered bygnciusions about the quality and culture of
private-banking functions, may involve themanagement and stated private-banking policie
transfer of funds between third parties as part Qéfter reviewing the functional areas describe
bill-paying and investment services on the basigg|qw. Specifically, the adequate supervision o
of customer instructions. The adequacy of cony pank holding company’s subsidiaries shoulc
trols over funds-transfer instructions that argnciyde assurances that each subsidiary institl
initiated electronically or telephonically, such as;jon's risk-identification process and risk appe-
by facsimile machine, telex, telegram, and telejjte are carefully defined and assessed. Additior
phone, are extremely important. Funds-transfeyyy the effectiveness of the overall control
requests are quickly processed and, as requirgiyironment maintained by management shoul
by law, funds-transfer personnel may have limpe evaluated by an internal or external audit
ited knowledge of the customers or the purpos¢ne effectiveness of the following functional
of the transactions. Therefore, bank holdingyeas is critical to any private-banking opera

companies must ensure that their subsidianjon regardless of its size or product offerings.
institutions maintain strong controls and

adequate supervision over funds transfers.

2010.11.1.1.9 Hold Mail 2010.11.2.1 Supervision and Organizatiol

Hold-mail, or no-mail, accounts are often pro-As part of the examiner’s appraisal of an organi
vided to private-banking customers who elect teation, the quality of supervision of private-
have bank statements and other documenkgnking activities is evaluated. The appraisal o
maintained at the institution rather than mailednanagement covers the full range of function:
to their residence. Agreements for all hold-mailand activities related to the operation of the
accounts should be in place, and they shoulgrivate institution. The discharge of responsi-
indicate that it was the customer’s choice tdilities by institution directors should be
have the statements retained at the institutiosffected through an organizational plan tha
and that the customer will pick up his or heraccommodates the volume and business se
mail at least annually. Variations of hold-mailvices handled, local business practices and tt
services include delivery of mail to a prear-institution’s competition, and the growth and
ranged location (such as another branch of thgevelopment of the institution’s private-banking
institution) by special courier or the institution’s business. Organizational planning is the join
pouch system. responsibility of senior institution and private-
bank management and should be integrated wi
the long-range plan for the institution.
2010.11.1.1.10 Bill-Paying Services Both the directors and management havi
important roles in formulating policies and
Bill-paying services are often provided toestablishing programs for private-banking prod:
private-banking customers for a fee. If this serycts, operations, internal controls, and audits
vice is provided, an agreement between thgjowever, management alone must implemer
institution and the customer should exist. Typipolicies and programs within the organizationa
cally, a customer might request that the instituframework instituted by the board of directors.
tion debit a deposit account for credit card bills,
utilities, rent, mortgage payments, or otheBHC Supervision Manual December 1998
monthly consumer charges. Page 5
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2010.11.2.2 Risk Management 3. Legal riskarises from the potential of unen-
forceable contracts, client lawsuits, or

Sound risk-management processes and strong 2dverse judgments to disrupt or otherwise
internal controls are critical to safe and sound hegdatively affect the operations or condition
banking generally and to private-banking activi- of a banking organization. One key dimen-
ties in particular. Management's role in ensuring  S1ON of legal risk is supervisory action that
the integrity of these processes has become could resultin costly fines or other punitive
increasingly important as new products and Measures being levied against an institution
technologies are introduced. Similarly, the for compliance breakdowns.

client-selection, documentation, approval, and- Credit risk arises from the potential that a
account-monitoring processes should adhere to borrower or counterparty will fail to perform
sound and well-identified practices. on an obligation.

The quality of risk-management practices an@: ©OPerational riskarises from the potential
internal controls is given significant weight in  that inadequate information systems, opera-
the evaluation of management and the overall tional problems, breaches in internal con-
condition of private-banking operations. An trols, fraud, or unforeseen catastrophes will
institution’s failure to establish and maintain a result in unexpected losses.
risk-management framework that effectively )
identifies, measures, monitors, and controls the Although effective management of all of the
risks associated with products and servicedbove risks is critical for an institution, certain
should be considered unsafe and unsound cofsPects of reputational, legal, and fiduciary risks
duct. Furthermore, well-defined managemerdr€ often unique to a private-banking function.
practices should indicate the types of clients thdf this regard, the following KYC policies and
the institution will accept and not accept andractices are essential in the management of
should establish multiple and segregated levef§Putational and legal risks in the private-
of authorization for accepting new clients. Insti-0anking functions. (In addition, sound fiduciary
tutions that follow sound practices will be betterPractices and conflicts-of-interest issues that a
positioned to design and deliver products an@ivate-banking operation may face in acting as
services that match their clients’ Iegitimatef'fjuc'ary are described in the subsection on fidu-
needs, while reducing the likelihood that unsuitciary standards.)
able clients might enter their client account base.

Deficiencies noted in this area are weighted in

context of the relative risk they pose to thPQO10 11.2.2.1 Know-Your-Customer
institution and are appropriately reflected in thebO"C‘ ahd F"rocedures
appraisal of management. y

The private-banking function is exposed to 8n bank holding company’s adequate supervi-
number of risks, including reputational, fidu-sjon of subsidiaries should mandate that each
ciary, legal, credit, operational, and market. Anstitution develop and maintain sound KYC
brief description of some of the different typespolicies and procedures. Sound KYC policies
of risks follows: and procedures are essential to minimizing the

risks inherent in private banking. They should
1. Reputational riskis the potential that nega- clearly describe the target client base in terms
tive publicity regarding an institution’s busi- such as minimum investable net worth and types
ness practices and clients, whether true asf products sought, as well as specifically indi-
not, could cause a decline in the customecate the type of clientele the institution will or
base, costly litigation, or revenue reductionswill not accept. They should be designed to
2. Fiduciary riskrefers to the risk of loss due to €nsure that effective due diligence is performed
the institution’s failure to exercise |oya|ty, on all potential C”entS, that client files are bol-
to safeguard assets; and, for trusts, to u§§ered with additional KYC information on an
assets productive|y and according to th@ngoing basis, and that client-account activity is
appropriate standard of care. This risk genefnonitored for transactions that are inconsistent
ally exists in an institution to the extent thatwith the client profile and may constitute unlaw-
it exercises discretion in managing assets oftll activities, such as money laundering. The

behalf of a customer. client’s identity, background, and the nature of
his or her transactions should be documented
BHC Supervision Manual December 1998 and approved by the back office before opening

Page 6 an account or accepting client monies. Certain
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high-risk clients like foreign politicians or
money exchange houses should have additional
documentation to mitigate their higher risk.

Money laundering is associated with a broad
range of illicit activities: The ultimate intention
is to disguise the money’s true source—from
the initial placement of illegally derived cash
proceeds to the layers of financial transactiong.
that disguise the audit trail—and make the funds
appear legitimate. Under U.S. money-laundering
statutes, an institution’s employee can be held
personally liable if he or she is deemed to
engage in “willful blindness.” This condition
occurs when the employee fails to make reason-
able inquiries to satisfy suspicions about client-
account activities.

Since the key element of an effective KYC
policy is a comprehensive knowledge of the
client, the institution’s policies and procedures
should clearly reflect the controls needed to
ensure the policy is fully implemented. KYC
policies should clearly delineate the accountabil-
ity and authority for opening accounts and for
determining if effective KYC practices and due
diligence have been performed on each client.
In addition, policies should delineate due dili-
gence, documentation standards, and account-
ability for gathering client information from
referrals among departments or areas within the
institution as well as from accounts brought to
the institution by new relationship managerss,
(RMs).

In carrying out prudent KYC practices and
due-diligence efforts on potential private-
banking customers, management should docu-
ment efforts to obtain and corroborate critical
background information.  Private-banking
employees abroad often have local contacts who
can assist in corroborating information received
from the customer. The information listed below
should be corroborated by a reliable indepen-
dent source, when possible:

1. The customer's current address and tele-
phone number for his or her primary resi-

c. obtaining a reference from the client's
government or known employer or from
another institution;

d. checking with a credit bureau or profes-
sional corroboration organization; or

e. using any other method verified by the
RM.

Sufficient business information about the

customer should be gathered so that the RI

understands the profile of the customer’s
commercial transactions. This information
should include a description of the nature of
the customer’s business operations or meatr
of generating income, primary trade or busi-
ness areas, and major clients and their gec
graphic locations, as well as the primary
business address and telephone numbe

These items can be obtained through a con

bination of any of the following sources:

a. avisit to the office, factory, or farm

b. a reliable third party who has a busines:

relationship with the customer

c. financial statements

d. Dun and Bradstreet reports

€. newspaper or magazine articles

f. Lexis/Nexis reports on the customer or
customer’s business

g. “Who’'s Who” reports from the home
country

h. private investigations

Although it is often not possible to get proof

of a client’s wealth, an RM can use his or her

good judgment to derive a reasonable esti
mate of the individual’s net worth.

As part of the ongoing KYC process, the RM

should document in “call reports” the sub-

stance of discussions that take place durin
frequent visits with the client. Additional
information about a client’s wealth, business
or other interests provides insight into poten:
tial marketing opportunities for the RM and
the institution, and updates and strengthen
the KYC profile.

As a rule, most private institutions make it a

dence, which should be corroborated at regipolicy not to accept “walk-ins.” If an exception
lar intervals, can be verified through a varietyis made, procedures for the necessary docume

of methods, such as—

tation and approvals supporting the exceptiol

a. visiting the residence, office, factory, orshould be in place. Similarly, other exceptions
farm (with the RM recording the results to policy and procedures should readily identify
of the visit or conversations in athe specific exception and the required due

memorandum);

diligence and approval process to override exist

b. checking the information against the teleing procedures.
phone directory; the client’s residence, as |n most instances, all KYC information and
indicated on his or her national ID card; agocumentation should be maintained and avai

mortgage or bank statement or utility or

property tax bill; or the electoral or tax BHC Supervision Manual

rolls;

December 1998
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able for inspection at the location where thenent of the institution’s KYC program. Under
account is located or where the financial serthe SAR regulations, institutions must report
vices are rendered. If the institution maintainsny suspicious transaction relevant to a possible
centralized customer files in locations other thawiolation of law or regulation if the transaction
where the account is located or the financials conducted or attempted by, at, or through an
services are rendered, complete customer infoirstitution; involves $5,000 or more; and if the
mation, identification, and documentation musinstitution’s management or staff knows, sus-
be made available at the location where theects, or has reason to suspect the transaction
account is located or where the financial serinvolves funds from illegal activities or is con-
vices are rendered within 48 hours of a Federalucted in order to hide or disguise assets; is
Reserve examiner’s request. Off-site storage afesigned to evade the Bank Secrecy Act record-
KYC information will be allowed only if the keeping or reporting requirements; or the trans-
institution has adopted, as part of its know-action has no business or apparent lawful pur-
your-customer program, specific procedurepose or is not the sort in which the particular
designed to ensure that (1) the accounts aistomer would normally be expected to
subject to ongoing Office of Foreign Assetsengage, and the institution’s management and/or
Control screening that is equivalent to thestaff knows of no reasonable explanation for the
screening afforded other accounts, (2) théransaction after examining the available facts,
accounts are subject to the same degree ofcluding the background and possible purpose
review for suspicious activity, and (3) the insti-of the transaction.
tution demonstrates that the appropriate review The concept of “reason to suspect” implies
of the information and documentation is beinghat the institution incurs liability for failing to
performed by personnel at the offshore locatiorfile an SAR if it did not exercise due diligence
KYC procedures should be no different whenn monitoring the account or in determining the
the institution deals with a financial advisor ortrue identity of the customer. The institution’s
other type of intermediary acting on behalf of ainternal systems for capturing suspicious activi-
client. To perform its KYC responsibilities when ties should provide essential information about
dealing with a financial advisor, the institutionthe nature and volume of activities passing
should identify the beneficial owner of thethrough customer accounts. It is important that
account (usually the intermediary’s client, but inany information suggesting that suspicious
rare cases, it is the intermediary itself) and peractivity has occurred be pursued, and, if an
form its KYC analysis with respect to that ben-explanation is not forthcoming, the matter
eficial owner. The imposition of an intermediaryshould be reported to the institution’s manage-
between the institution and counterparty shoulthent. Examiners should ensure that the institu-
not lessen the institution’s KYC responsibilities.tion’s approach to SARs is proactive and that
The purpose of all private-banking relation-well-established procedures cover the SAR pro-

ships should also be readily identified. Incomingcess. Accountability should exist within the
customer funds may be used for various purerganization for the analysis and follow-up of
poses such as establishing deposit accounisternally identified suspicious activity, which
funding investments, or establishing trusts. Theoncludes with a decision on the appropriate-
institution’s KYC procedures should allow for ness of filing an SAR. Examiners should see
the collection of sufficient information to sections 902 and 1002 of tligank Secrecy Act
develop a “transaction/client profile” for each Manual for specific procedures on identifying
customer to be used in analyzing client transacuspicious activities related to teller and wire-
tions. Internal systems should be developed fdransfer functions.
monitoring and identifying transactions that may
be inconsistent with the customer’s transaction/
client profile and may thus constitute suspiciou®9010.11.2.2.2 Credit
activity.

The underwriting standards for private-banking

loans to high net worth individuals should be
2010.11.2.2.1.1 Suspicious-Activity Reports ~consistent with prudent lending standards. The

same credit policies and procedures that are
The proper and timely filing of suspicious-applicable to any other type of lending arrange-
activity reports (SARS) is an important compo-ment should apply to these loans. This includes
all subsidiaries (institutions) of the bank holding
BHC Supervision Manual December 1998 company. At a minimum, sound policies and
Page 8 procedures should address the following: all
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approved credit products and services offeredarries out the following fiduciary duties:

by the institution, lending limits, acceptable
forms of collateral, geographic and other limita-1,
tions, conditions under which credit is granted,
repayment terms, maximum tenor, loan author-
ity, collections and charge-offs, and prohibition
against capitalization of interest.

An extension of credit based solely on collat-
eral, even if the collateral is cash, does not
ensure repayment. While the collateral enhances
an institution’s position, it should not substitute
for regular credit analyses and prudent lending
practices. If collateral is derived from illegal
activities, it is subject to forfeiture through the
seizure of assets by a government agency. A
bank holding company’s supervision of its sub-
sidiaries should include procedures and controls
that ensure that the institution’s managment and
staff perform due diligence and that institution
management and staff adequately and reason-
ably ascertain and document that the funds of its
private-banking customers were derived from
legitimate means. Institutions should also verify
that the use of the loan’s proceeds is for legiti-
mate purposes.

In addition, institution policies should explic-
itly describe the terms under which “margin
loans,” loans collateralized by securities, are
made and should ensure that they conform to
applicable regulations. Management should
review and approve daily MIS reports. The risk
of market deterioration in the value of the under-
lying collateral may subject the lender to loss if
the collateral must be liquidated to repay the
loan. In the event of a “margin call,” any short-
age should be paid for promptly by the customer
from other sources pursuant to the terms of the
margin agreement.

In addition, policies should address the accep-
tance of collateral held at another location, such
as an affiliated entity, but pledged to the private-
banking function. Under these circumstances,

Duty of loyalty. Trustees are obligated to
make all decisions based exclusively on the
best interests of trust customers. Except a
permitted by law, trustees cannot place them
selves in a position in which their interests
might conflict with those of the trust
beneficiaries.

Avoidance of conflicts of interes€onflicts
of interest arise in any transaction in which
the fiduciary simultaneously represents the
interests of multiple parties (including its
own interests) that may be adverse to on
another. Institutions should have detailec
policies and procedures regarding potentia
conflicts of interests. All potential conflicts
identified should be brought to the attention
of management and the trust committee, witt
appropriate action taken. Conflicts of interes
may exist in any part of the institution but
are most prevalent in trust or investment
management departments. Consequentl
management throughout the institution
should receive training in these matters.

3. Duty to prudently manage discretionary trust

and agency assetSince 1994, the majority

of states have adopted laws concerning th
prudent investor rule (PIR) with respect to
the investment of funds in a fiduciary capac-
ity. PIR is a standard of review that imposes
an obligation to prudently manage the port-
folio as a whole, focusing on the process o
portfolio management, rather than on the out
come of individual investment decisions.
Although this rule only governs trusts, this
standard is traditionally applied to all

accounts for which the institution is manag-
ing funds.

management of the private-banking functior2010.11.2.4 Operational Controls

should, at a minimum, receive frequent reports

detailing the collateral type and current valuaTo minimize any operational risks associatec
tion. In addition, management of the privateth private-banking activities, management is
banking function should be informed of anyresponsible for establishing an effective interna
changes or substitutions in collateral. control infrastructure and reliable managemer
information systems. Critical operational con-
trols over any private-banking activity include
2010.11.2.3 Fiduciary Standards the establishment of written policies and proce
dures, segregation of duties, and comprehensi
Fiduciary risk is managed through the maintemanagement reporting. Listed below are som

nance of an effective and accountable commilof those guidelines which cover specific private-
tee structure; retention of technically proficientyanking services.

staff; and the development of effective policies,

procedures, and controls. In managing its fiduBHC Supervision Manual December 1998

ciary risk, the institution must ensure that it

Page 9
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2010.11.2.4.1 Segregation of Duties does not exercise the same due diligence and
customer vetting for PTAs as it does for domes-
A bank holding company’s supervision of itstic account relationships, the use of PTAs may
subsidiaries should include procedures and coffacilitate unsafe and unsound banking practices
trols that require subsidiary institutions to haveor illegal activities, including money launder-
procedures and controls that ensure the segregag. Additionally, if accounts at U.S. institutions
tion of the duties of employees. Institutionsare used for illegal purposes, the entities could
should have guidelines on the segregation die exposed to reputational risk and risk of finan-
employees’ duties to prevent the unauthorizedial loss due to asset seizures and forfeitures
waiver of documentation requirements, poorliybrought by law enforcement authorities. As
documented referrals, and overlooked suspstated in SR-95-10, it is recommended that
cious activities. Independent oversight by thdJ.S. institutions terminate a payable-through
back office helps to ensure compliance witharrangement with a foreign bank in situations in
account-opening procedures and KYC docuwhich (1) adequate information about the ulti-
mentation. Control-conscious institutions maymate users of PTAs cannot be obtained, (2) the
use independent units such as compliance, rigkreign bank cannot be relied on to identify and
management, or senior management to fill thismonitor the transactions of its own customers,
function in lieu of the back office. The audit andor (3) the U.S. insitution is unable to ensure that
compliance functions of the private institutionits payable-through accounts are not being used
should be similarly independent so that they cafor money-laundering or other illicit purposes.
operate autonomously from line management.  Omnibus, or general clearing, accounts may
also exist in the private-banking system. They
may be used to accommodate client funds be-
fore an account opening to expedite a new rela-
tionship, or they may fund products such as

The management of a bank holding company’@urual funds in which client deposit accounts

subsidiary depository institutions should knovJCT;ml/ dné)i:cbi]:/ee(?‘llzlgendé "é?tvf[’;\ﬁegf E:rlli?;‘l? t?;:r?;);(r:\_ts
that institution laws in most states prohibit insti- u u u

tutions from offering services that allow depositt'ons' Examiners should carefully review an

accounts to be inactive for prolonged periods o||nst|tut|ons use of such accounts_and th_e

time (12 or more months with no externally""dequ"".Cy of its controls §urround!ng their

generated account-balance activity). These regfPPropriate use. Generally, client monies should

lations are based on the presumption that ina ow through client deposit accounts, which

tive and dormant accounts may be subject tEthUId function as the sole conduit and paper

manipulation and abuse by insiders. Policie ail for client transactions.

and procedures should delineate when inactivity

occurs and when inactive accounts should b8n10.11.2.4.4 Hold Mail

converted to dormant status. Effective controls

over dormant accounts should include a spec&
|

2010.11.2.4.2 Inactive and Dormant
Accounts

ontrols over hold mail are critical because the

fied ime between the last customer-originate ients have relinquished their ability to detect

activity and its classification as dormant, S€rehauthorized transactions in their accounts in a

gation of signature cards for dormant accountsﬁmely manner. Accounts with high volume or

dual controls of records, and blocking of thesignificant losses warrant further inquiry. Hold-

Zggguzt S(.)trfga: reem'gesbcarr:qr;?:e?ﬁaﬁoc?;eednsgrmﬁa” operations should ensure that client
unt withoutt review by accounts are subject to dual control and are

ber of senior management. reviewed by an independent party.

2010.11.2.4.3 Pass-Through Accounts an

Omnibus Accounts 9010.11.2.4.5 Funds Transfer—Tracking

Transaction Flows

Pass-through accounts (PTAs) extend checkingi o ) )
account privileges to the customers of a foreigPne way that institutions can improve their cus-
institution; several risks are involved in provid-tomer knowledge is by tracking the transaction

ing these accounts. In particular, if the U.S entitflows into and out of customer accounts and
payable-through subaccounts. Tracking should

BHC Supervision Manual December 1998 include funds-transfer activities. Policies and
Page 10 procedures to detect unusual or suspicious
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activities should identify the types of activitiespared and reviewed by RMs and senior manage

that would prompt staff to investigate the cusment:

tomer’s activities, and provide guidance on the

appropriate action required for suspicious activi. aggregate the assets under manageme

ity. The following is a checklist to guide institu-  according to customer, product or service

tion personnel in identifying some potential geographic area, and business unit

abuses: 2. attribute revenue according to customer an

product type

1. indications of frequent overrides of estab-3. identify customer accounts that are related ¢
lished approval authority or other internal affiliated with one another through common
controls ownership or common control

2. intentional circumvention of approval 4. identify and aggregate customer accounts b
authority by splitting transactions source of referral

3. wire transfers to and from known secrecys. identify beneficial ownership of trust, PIC,
jurisdictions and similar accounts

4. frequent or large wire transfers for persons
who have no account relationship with the To monitor and report transaction activity and
institution, or funds being transferred intoto detect suspicious transactions, manageme
and out of an omnibus or general clearingeports may be developed to—
account instead of the client's deposit

account 1. monitor a specific transaction criterion, suct
5. wire transfers involving cash amounts in as a minimum dollar amount or volume or
excess of $10,000 activity level;

6. inadequate control of password access 2. monitor a certain type of transaction, such a
7. customer complaints or frequent error one with a particular pattern;
conditions 3. monitor individual customer accounts for
variations from established transaction anc
activity profiles based on what is usual or
2010.11.2.4.6 Custody—Detection of expected for that customer; and
“Free-Riding” 4. monitor specific transactions for BSA and
SAR compliance.
Custody departments should monitor account
activity to detect instances of “free-riding,” the In addition, reports prepared for private-
practice of offering the purchase of securitiebanking customers should be accurate, timely
without sufficient capital and then using theand informative. Regular reports and statemen
proceeds of the sale of the same securities frepared for private-banking customers shouls
cover the initial purchase. Free-riding poses sigadequately and accurately describe the applic:
nificant risk to the institution and typically tion of their funds and detail all transactions anc
occurs without the institution’s prior knowl- activity that pertain to the customers’ accounts.
edge. Free-riding also violates margin rules Furthermore, MIS and technology play a role
(Regulations T, U, and X) governing the extenin building new and more direct channels of
sion of credit in connection with securities transinformation between the institution and its
actions. See section 2187.0. private-banking customers. Active and sophisti
cated customers are increasing their demand f
data relevant to their investment needs, which i
2010.11.2.5 Management Information fostering the creation of on-line information ser-
Systems vices. Such on-line information can satisfy
customers’ desire for convenience, real-time ac
Management information systems (MIS) shouldess to information, and a seamless delivery c
accumulate, interpret, and communicate inforinformation.
mation on (1) the private-banking assets under
management, (2) profitability, (3) business and
transaction activities, and (4) inherent risks. Th®@010.11.2.6 Audit
form and content of MIS for private-banking
activities will be a function of the size and An effective audit function is vital to ensuring
complexity of the private-banking organization
Accurate, informative, and timely reports thatBHC Supervision Manual December 1998
perform the following functions may be pre- Page 11
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the strength of a private institution’s internalrize account-opening documentation and KYC
controls. As a matter of practice, internal andadequacy for new accounts. The role of compli-
external auditors should be independently veriance is a control function, but it should not be a
fying and confirming that the framework of substitute for regular and frequent internal audit
internal controls is being maintained and opereoverage of the private-banking function. Fol-
ated in a manner that adequately addresses tlwsving is a description of certain regulations
risks associated with the activities within allthat may be monitored by the compliance
levels of the organization (the bank holdingfunction.

company and all subsidiary institutions). Criti-

cal elements of an effective internal audit func-

tion are the strong qualifications and expertis . .

of the internal at?dicé staff and a soundp risk-ﬁ()lo'll'zj'1 Office of Foreign Assets
assessment process for determining the sco;g‘eomroI

df f ifi dits. Th dit pro:
anc ‘retuency ot specrtic aucils. [he audi proThe function of the Office of Foreign Assets

cess should be risk-focused and should ulti- .
mately determine the risk rating of business?ontrOI (OFAC) in the U.S. Department of the

lines and client KYC procedures. Complianc% rt_aasu[jy isl_to prprr]millgate and adminis;er reﬁu-
with KYC policies and procedures and thelations dealing with the economic sanctions that

detailed testing of files for KYC documentationt® U-S. government imposes against certain
foreign countries and the “specially designated

are also key elements of the audit function.~ - . :
Finally, examiners should review and evaluat@ationals” of those countries. Under the Interna-
' ional Emergency Economic Powers Act, the

management's responsiveness to criticisms By . ;
the audit function resident can impose sanctions such as trade

embargoes, freezing of assets, and import sur-
charges on these entities.
A “specially designated national” is a person
2010.11.2.7 Compliance or entity who acts on behalf of one of the
countries under economic sanction by the
United States. Dealing with such nationals is

The responsibility for ensuring effective compli- rohibited. Moreover, their assets or accounts in

ance with relevant laws and regulations ma h . :

vary among different forms of institutions, e United States are frozen.. In certain cases,
depending on their size, complexity, and avail—the Treasury Department can issue a license to a
ability of resources. Some institutions may hav e3|gn::1t¢(ajd bnattlr? nal. Tthls Ilcc;:nsteh can tt_k;etr_l be
a distinct compliance department with the Cenplrlese_n N h y the cus omerd Ob. E. inst uhlon,
tralized role of ensuring compliance institution-2 0 WINg the institution to debit his or her
wide, including private-banking activities. This account. The license can be either general or
arrangement is strongly preferable to a situatioﬁpecmc' ) -

in which an institution delegates compliance to OFAC screening may be difficult when trans-
specific functions, which may result in the man-actions are conducted through PICs, token
agement of private-banking operations bein§@mes, numbered accounts, or other vehicles

responsible for its own internal review. Compli-tat shield true identities. Management must
ance has a critical role in monitoring private_ensure that accounts maintained in a name other

banking activities; the function should be inde-tha” that of the beneficial owner are subject to

pendent of line management. In addition ighe same Ievel_ of filtering for OFAC s_peC|aIIy
ensuring compliance with various laws anod.e3|gnated nationals and blockeq foreign coun-
regulations such as the Bank Secrecy Act antfieS as other accounts. That is, the OFAC
those promulgated by the Office of ForeignSCr€€ning process must include the account’s
Assets Control, compliance may perform it eneficial ownership as well as the official
own internal investigations and due diligence oRCCOUNt name. o .
employees, customers, and third parties with Any violation of regulations implementing
whom the institution has contracted in a consultdesignated national sanctions subjects the viola-
ing or referral capacity and whose behaviortfor to criminal prosecution, including up to
activities, and transactions appear to be unusud® years in prison and $1 million in corporate
or suspicious. Institutions may also find it benfines and $250,000 in individual fines, per inci-
eficial for compliance staff to review and autho-dent. Any funds frozen because of OFAC orders
should be placed in a blocked account. Release
BHC Supervision Manual December 1998 Of those funds cannot occur without a license
Page 12 from the Treasury Department.
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2010.11.2.7.2 Bank Secrecy Act ties, products, and services offered? If ther
is no mention of private banking in the prior
Guidelines for compliance with the Bank inspection report, management should b
Secrecy Act (BSA) can be found in the Federal asked at this time if they have commenced o
Reserve System’'Bank Secrecy Act Examina- plan to commence any private-banking
tion Manual. In addition, the procedures for  activities.
conducting BSA examinations of foreign offices
of U.S. institutions are detailed in SR-96-5.
2010.11.3.2 Inspection Staffing and
Scope
2010.11.3 PREPARATION FOR
INSPECTION Once the inspection scope has been establish
and before beginning the new inspection, the
The following subsections provide examinersexaminer-in-charge and key administrators o
with guidance on preparing for the on-sitethe inspection team should meet to discuss th
inspection of private-banking operations,private-banking inspection scope, the assigr
including determination of the inspection scopaments of the functional areas of private banking
and drafting of the first-day-letter questionnaireand the supplemental reviews of specific
that is provided to the institution. private-banking products and services. If the
institution’s business lines and services overlay
and its customer base and personnel are shar
2010.11.3.1 Pre-Inspection Review throughout the organization, examiners may b
forced to go beyond a rudimentary review of
To prepare the examiners for their assignmentgrivate-banking operations. They will probably
and to determine the appropriate staffing andeed to focus on the policies, practices, an
scope of the inspection, the following guidelinegisks within the different divisions of a particu-
should be followed during the pre-inspectionar institution and throughout the institution’s
planning process: global network of affiliated entities.

1. Review the prior report of inspection and
workpapers for the inspection scope; struc2010.11.3.3 Reflection of Organizational
ture and type of private-banking activitiesStructure
conducted; and findings, conclusions, and
recommendations of the prior inspectionThe review of private-banking activities should
The prior inspection report and inspectionbe conducted on the basis of the institution’
plan should also provide insight to key con-organizational structure. These structures ma
tacts at the institution and to the timeframe ofvary considerably depending on the size an
the prior private-banking review. sophistication of the institution, its country of
2. Obtain relevant correspondence sent sinasrigin and the other geographic markets ir
the prior inspection, such as managementwhich it competes, and the objectives and stra
response to the report of inspection, anggies of its management and board of director:
applications submitted to the FederalTo the extent possible, examiners should unde
Reserve, and any supervisory action. stand the level of consolidated private-bankin
3. Research press releases and published newivities an institution conducts in the United
stories about the institution and its private-States and abroad. This broad view is needed
banking activities. maintain the “big picture” impact of private
4. Review internal and external audit reportsanking for a particular institution.
and any internal risk assessments performed
by the institution on its private-banking
activities. Such reports should include ampp10.11.3.4 Risk-Focused Approach
assessment of the internal controls and risk
profile of the private-banking function. Examiners reviewing the private-banking opera
5. Contact management at the institution t@jons should implement the “risk-focused”
ascertain what changes have occurred singgspection approach. The inspection scope ar
the last inspection or are planned in the neagegree of testing of private-banking practice:
future. For example, have there been changes
to the strategic plan; senior management; 0BHC Supervision Manual December 1998
the level and type of private-banking activi- Page 13




Supervision of Subsidiaries (Private-Banking Functions and Activities) 2010.11

should reflect the degree of risk assumed, pridt0. explanation of the methodology for follow-

inspection findings on the implementation of  ing up on outstanding account documenta-
policies and procedures, the effectiveness of tion and a sample report

controls, and an assessment of the adequacy pf. description of the method for aggregating
the internal audit and compliance functions. If  client holdings and activities across busi-
initial inquiries into the institution’s internal ness units throughout the organization

audit and other assessment practices raise doults explanation of how related accounts, such
about the internal system’'s effectiveness, ¢ common control and family Iink‘ are

expanded analysis and review are required— ijantified

and_ examiners should perform more transactloES_ name of a contact person for information on

testing. compensation, training, and recruiting pro-
grams for relationship managers

list of all personal investment company

accounts

list of reports that senior management
receives regularly on private-banking

activities

description and sample of the management

14.
2010.11.3.5 First-Day Letter

15.
As part of the inspection preparation, examiners
should customize the first-day-letter (FDL)
questionnaire to reflect the structure and type ofg.
private-banking activities of the institution and information reports that monitor account
the scope of the inspection. The following is a  activity
list of requests regarding private banking thag 7 description of how senior management
examiners should consider including in the | qnitors compliance with global policies
FDL: for worldwide operations, particularly for

1.

organizational chart for the private institu-

tion on both a functional and Iegal-entity18

offices operating in secrecy jurisdictions

. copies of any SARs filed since the last
inspection

basis

2. business and/or strategic plan .

3. income and expense statements for the prior R€SPOnses to the above items should be
fiscal year and current year to date, wit eviewed in conjunction with responses to the
projections for the remainder of the currenSA: fiduciary, audit, and internal control
and the next fiscal year, and income by prod!au!nes.
uct division and marketing region

4. balance sheet and total assets under manage-
ment (list the most active and profitable
accounts by type, customer domicile, and2010.11.4 INSPECTION OBJECTIVES
responsible account officer)

5. most recent audits for private-bankingl. To determine if the policies, practices, proce-
activities dures, and internal controls regarding

6. copies of audit committee minutes private-banking activities are adequate for

7. copy of the KYC and SAR policies and the risks involved.
procedures 2. To determine if the institution’s officers and

8. list of all new business initiatives intro- employees are operating in conformance
duced last year and this year, relevant with established guidelines for conducting
new-product-approval documentation that private-banking activities.
addresses the evaluation of the unique chag Tq assess the financial condition and income-
acteristics and risk associated with the new generation results from the private-banking
activity and/or product, and an assessment of gctivities.
e, a0, S onih. To determin the scape and adequacy of th
) . X ) . audit function for private-banking activities.

9. list of all accounts in which an intermediary

is acting on behalf of clients of the private®: 10 determine compliance with applicable
bank, for example, as financial advisors or 2ws and regulations for private banking.
money managers 6. To initiate corrective action when policies,
practices, procedures, or internal controls are
deficient, or when violations of laws or regu-
lations are found.

BHC Supervision Manual December 1998
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2010.11.5 INSPECTION PROCEDURES

Private Banking Pre-Inspection
Procedures

1. As the examiner-in-charge, conduct a meet-

ing with the lead members of the private

banking inspection team and discuss—

a. the private-banking inspection scope;
Comment: The inspection may need to
extend beyond a rudimentary review of
private-banking operations if the institu-
tion’s business lines and services overlap,
and its customer base and personnel are
shared throughout the organization.

any private-banking activities within any
part of the bank holding company
organization.

b. Determine if there have been any change
to the strategic plan; senior management
or the level and type of private-banking
activities, products, and services offered.

c. During the entire inspection of private-
banking activities, be alert to the totality
of the client relationship, product by prod-
uct, in light of increasing client awareness
and use of derivatives, emerging-marke
products, foreign exchange, and margine
accounts.

Examiners will probably need to focus onFull-Inspection Phase

the policies, practices, and risks within
the different divisions of each particular 1
institution and throughout each institu-
tion’s global network of affiliated entities.
b. examiner assignments of the functional
areas of private banking; and 2
c. the supplemental reviews of specific
private-banking products and services.
. Review the prior report of inspection and theg,
previous inspection workpapers; description
of the inspection scope; structure and type of
private-banking activities conducted; and
findings, conclusions, and recommendations
of the prior inspection. The prior inspection
report and inspection plan should also pro-
vide information and insight as to key con-
tacts at the institution and to the timeframe of
the prior private-banking review.
. Review relevant correspondence exchanged
since the prior inspection, such as manage-
ment’s response to the report of inspection,
any applications submitted to the Federal
Reserve, and any supervisory actions.

. Research press releases and published news

stories about the institution and its private-
banking activities.
. Review internal and external audit reports
and any internal risk assessments performed
by the institution’s internal-external auditorsg,
on its private-banking activities. Review
information on any assessments of the inter-
nal controls and risk profile of the private-
banking function.
. Contact management at the institution to
ascertain what changes in private-banking
services have occurred since the last inspec-
tion or if there are any planned in the nears,
future.
a. Determine if the previous inspection/
examination report(s) make no mention of

After reviewing the private-banking func-
tional areas, draw sound conclusions abot
the quality and culture of management anc
stated private-banking policies.

. Evaluate the adequacy of risk-managemer

policies and practices governing private-

banking activities.

Make an assessment of the private-bankin

organization and evaluate the quality of man

agement’s supervision of private-banking
activities. An appraisal of management cov-
ers the—

a. full range of functions (i.e., supervision
and organization, risk management, fidu:
ciary standards, operational controls, man
agement information systems, audit, anc
compliance) and activities related to the
operation of the private-banking activi-
ties; and

b. discharge of responsibilities by the institu-
tion’s directors through a long-range orga-
nizational plan that accommodates the
volume and business services handlec
local business practices and the institu
tion's competition, and the growth and
development of the institution’s private-
banking business.

Determine if management has effective pro
cedures for ongoing reviews of client-
account activity to detect, and protect the
client from, any unauthorized activity and
any account activity that is inconsistent with
the client’s profile (for example, frequent or
sizeable unexplained transfers flowing
through the account).

Determine if the bank holding company has

initiated and maintained controls and proce:

dures that require each subsidiary private

private banking; ask management if theyBHC Supervision Manual

have commenced or plan to commence

December 1998
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banking institution to have account-openinglO. Ascertain if institution management and

procedures and documentation requirements
that must be satisfied before an account can
be opened.

. Determine if the bank holding company
requires its subsidiary institutions to main-
tain and adhere to well-structured KYC

procedures. 11.

. Determine if the bank holding company has

staff are required to perform due diligence,
verifying and documenting that the funds of
its private-banking customers were derived
through legitimate means, and, when
extending credit, that the use of loan pro-
ceeds was also legitimate.

Review the institution’s use of deposit
accounts.

proper controls and procedures to ensure a. Assess the adequacy of the institution’s

each institution’s proper administration of
trust and estates, including strict controls

over assets, prudent investment and manage- b.

ment of assets, and meticulous recordkeep-
ing. Review previous trust examination
reports and consult with the designated Fed-
eral Reserve System trust examiners.
. Ascertain whether the bank holding com-
pany provides adequate supervision of its
subsidiaries with respect to custody services,
making certain that each institution has
established and currently maintains proce-
dures for the proper administration of cus-
tody services, including their regular review
on a preset schedule.

. Determine whether subsidiary institutions are
required to and actually maintain strong con-
trols and supervision over funds transfers.

BHC Supervision Manual
Page 16
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controls and whether they are appropri-
ately used.

Determine if client monies flow through
client deposit accounts and whether the
accounts function as the sole conduit and
paper trail for client transactions.

12. Determine and ensure that each institution’s

approach to suspicious-activity reports
(SARs) is proactive and that the bank hold-
ing company and each institution have well-
established procedures covering the SAR
process. Establish whether there is account-
ability within the organization for the analy-
sis and follow-up of internally identified
suspicious activity, which includes a sound
decision on the need or applicable regula-
tory requirements to file an SAR.



Fees Involving Investments of Fiduciary Assets in Mutual Fun
and Potential Conflicts of Interest Section 2010.:

Banking organizations, including trust institu-rity Act of 1974 (ERISA), however, generally
tions, are increasingly encountering variouprohibits fee arrangements between fiduciarie
direct or indirect financial incentives to placeand third parties, such as mutual fund providers
trust assets with particular mutual funds. Suchvith limited exception$. ERISA requirements
incentives include the payment of fees to banksupersede state laws and guidelines put forth &
ing organizations for using nonaffiliated fundthe bank regulatory agencies.
families as well as other incentives for using Similar conflict-of-interest concerns are
those mutual funds that are managed by theaised by the investment of fiduciary-accoun
institution or an affiliate. The payment of suchassets in mutual funds for which the institution
fees, referred to variously as shareholder, subaor an affiliate acts as investment advisel
counting, or administrative service fees, may béreferred to as “proprietary” funds). In this case,
structured as payments to reimburse the instituhe institution receives a financial benefit from
tion for performing standard recordkeeping anananagement fees generated by the mutual fur
accounting functions for the institution’s fidu- investments. This activity can be expected t
ciary accounts. Those functions may consist diecome more prevalent as banking organize
maintaining shareholder subaccounts antions more actively offer proprietary mutual
records, transmitting mutual fund communicafunds3 See SR-99-7.
tions as necessary, and arranging mutual fund
transactions. These fees are typically based on a
percentage or basis point amount of the dolla2010.12.1 DUE-DILIGENCE REVIEW
value of assets invested, or on transaction VONEEDED BEFORE ENTERING INTO
ume. Another form of compensation may conFEE ARRANGEMENTS
sist of a lump-sum payment based on assets
transferred into a mutual fund. Although many state laws now explicitly autho-
In all cases, decisions to place fiduciary assetize certain fee arrangements in conjunctior
in particular investments must be consistenvith the investment of trust assets in mutua
with the underlying trust documents and musfunds, institutions nonetheless face heightene
be undertaken in the best interests of the truségal and compliance risks from activities in
beneficiary. The primary supervisory concern isvhich a conflict of interest exists, particularly if
that an institution may fail to act in the bestproper fiduciary standards are not observed ar
interest of beneficiaries if it stands to benefidocumented. Even when the institution does nc
independently from a particular investment. Aexercise investment discretion, disclosure o
a result, an institution may expose itself to arother requirements may apply. Therefore, insti
increased risk of legal action by account benefitutions should ensure that they perform anc
ciaries, as well as to potential violations of lawdocument an appropriate level of due diligence
or regulation. before entering into any fee arrangements simi
In recent years, nearly every state legislaturkar to those described earlier or placing fiduciary
has modified its laws explicitly to allow fiducia- assets in proprietary mutual funds. The follow-
ries to accept fees from mutual funds undemg measures should be included in this proces:
certain conditions. As for the permissibility of
other financial incentives, guidance under applil. Reasoned legal opinionThe institution
cable law may be less clear. Conditions involv- should obtain a reasoned opinion of counse
ing fee payments under state law often include that addresses the conflict of interest inherer
compliance with standards of prudence, quality, in the receipt of fees or other forms of com-
and appropriateness for the account, and a deter-
mination of the “reasonableness” of the feegNo. 704, February 1996.
received by the institution. The Office of the 2 ERISA section 406(b)(3). See Department of Labor,
Pension Welfare and Benefits Administration Advisory Opin-
Comptroller of the Currency (OCC) has alsqg, g7-154 and Advisory Opinion 97-16A.
adopted these general standards for nationals. A Board interpretation of Regulation Y addresses invest

bankst The Employee Retirement Income Secument of fiduciary-account assets in mutual funds for which
the trustee bank’s holding company acts as investmer
adviser. In general, such investments are prohibited unles

1. In general, national banks may make these investmenigecifically authorized by the trust instrument, court order, of
and receive such fees if applicable law authorizes the practicgate |aw. See 12 C.F.R. 225.125.

and if the investment is prudent and appropriate for fiduciary
accounts and consistent with established state law fiduciar
requirements. This includes a “reasonableness” test for anBHC Supervision Manual June 1999
fees received by the institution. See OCC Interpretive Letter Page 1
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pensation from mutual fund providers in con-
nection with the investment of fiduciary
assets. The opinion should address the per-
missibility of the investment and compensa-
tion under applicable state or federal laws,
the trust instrument, or a court order, as welP.
as any applicable disclosure requirements or
reasonableness standard for fees set forth in
the law.

. Establishment of policies and procedures.
The institution should establish written poli-
cies and procedures governing the accep-
tance of fees or other compensation from
mutual fund providers as well as the use of
proprietary mutual funds. The policies must
be reviewed and approved by the institu-

formed ongoing due-diligence reviews when
it is receiving fees or other compensation for
investing fiduciary assets in mutual funds or
investing such assets in proprietary mutual
funds.

To determine that the institution maintains
full ongoing documentation of investment
decisions and performance, and obtains legal
opinions regarding its compliance with appli-
cable laws and fiduciary standards, as well as
potential conflicts of interest that may arise
from its receiving fees or other compensation
for investing fiduciary assets in mutual funds,
including proprietary funds.

tion’s board of directors or its designated2010.12.3 INSPECTION PROCEDURES

committee. Policies and procedures should,
at a minimum, address the following issues].
(1) designation of decision-making author-
ity; (2) analysis and documentation of invest-
ment decisions; (3) compliance with applica-
ble laws, regulations, and sound fiduciary
principles, including any disclosure require-
ments or “reasonableness” standards for
fees; and (4) staff training and methods for
monitoring compliance with policies and
procedures by internal or external audit staff.
. Analysis and documentation of investment
decisionsWhen fees or other compensation
are received in connection with fiduciary-2.
account investments over which the institu-
tion has investment discretion or when such
investments are made in the institution’s pro-
prietary mutual funds, the institution should
fully document its analysis supporting the
investment decision. This analysis should be
performed on a regular, ongoing basis and
would typically include factors such as his-
torical performance comparisons with simi-
lar mutual funds, management fees and
expense ratios, and ratings by recognized
mutual fund rating services. The institution
should also document its assessment that the
investment is, and continues to be, (1) appro-
priate for the individual account, (2) in the
best interest of account beneficiaries, and
(3) in compliance with the provisions of the
“prudent investor” or “prudent man rules,”
as appropriate.

2010.12.2 INSPECTION OBJECTIVES

1. To determine that the institution has per-

BHC Supervision Manual
Page 2

June 1999

Determine if a written legal opinion is on file
that focuses on conflicts of interest that may
arise from the receipt of fees and other com-
pensation from mutual fund providers for
investing fiduciary assets, and from the
investment of these assets in proprietary
mutual funds. Ascertain whether the legal
opinion addresses the investment’s permissi-
bility, including its resulting compensation
and any disclosure requirements under appli-
cable state or federal laws, the trust instru-
ment, or a court order.
Verify that the institution’s board of directors
has approved written policies and procedures
governing the acceptance of fees and other
compensation from mutual fund providers
for placing investments with their firms and
for the use of proprietary funds. Ascertain
that the policies and procedures, at a
minimum—
a. determine what group or individual has
decision-making authority;
analyze and document supporting invest-
ment decisions;
require compliance with applicable laws,
regulations, and sound fiduciary prin-
ciples, including disclosure requirements
or reasonableness standards for fees; and
. address staff training and methods for
monitoring compliance with policies and
procedures by internal and external audit
staff.

b.

C.

. When fees and other compensation are being

received in connection with fiduciary-
account investments (those in which the
institution has authorized discretionary
investment authority) or when such assets
are involved in proprietary mutual funds,
ascertain whether there is full documentation
of the institution’s analysis supporting its
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investment decisions on a regular, ongoing b. an assessment that the investments ar

basis. Ascertain that the documentation and continue to be, appropriate for the

includes— individual account and in the best inter-

a. historical performance comparisons with ~ ests of its account beneficiaries; and
other mutual funds, engagement fees and C. evidence of continued compliance with
expense ratios, and ratings by recognized  the provisions of the “prudent investor”
mutual fund rating agencies; or “prudent man rules.”

BHC Supervision Manual June 1999
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